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UNITED STATES OF AMERICA,

Defendant.

OPINION

_ DowChemcd Company and its subsidiaries (Dow) havefiled a complaint in this Court against the
United States claiming thet they are ertitled to refunds for taxes paid for calendar/fiscal years 1989, 1990,
and 1991, totaling $22,209,570, plus interest. The center of the dispute is the disallowance of deductions
which Dow claimed for payment of interest on loans that were used to pay premums on broad-based,
corporate owned life insurance (COLI) policies purchased by Dow, and for administrative expenses
associated with the purchase and maintenance of those insurance policies. In avery red sense, then, this
case involves both desth and taxes.

Dow purchased COLI policies on the lives of 4,051 of its upper management enployees from
Great West Life Assurance Compary in1988. In1991, Dow purchased agroup COLI policy onthelives
of 17,061 employees from Metropolitan Life Insurance Company (MetLife). The premiums on these
policies were financed by means of an eaborate plan to borrow fromthe insurer to pay premiums in the
first three and eighth years of the policies. The loans were secured by the cash value of the policies.

Premiums in yearsfour through seven were paid by means of partial withdrawalsof the accumulated cash



value of the policies. The policy acqusition plan thus drastically minimized the initial cash outlay for
premium payments.

The United States claims that because the payment of the premiums and the loans and withdrawals
occurred simultaneously on the first day of each policy anniversary, and were acconplished virtually or
literally simuitaneously by means of netting transactions, the transactions never actually occurred and
congtitute factua shams. The United States also asserts that the COLI plans had no practical economic
purpose apart from generating the tax deductions for the interest payments and therefore are shams in
substance.  The government also contends thet the Great West COLI plan does not constitute “life
insurance” under Michigan law because Dow did not have an insurable interest in all of the 4,051
employees insured under that plan. Consequertly, the argument goes, the plan fails to comport with
Internal Revenue Code 8§ 7702(a) and therefore Dow is not ertitled to any of the tax advantages afforded
life insurance, particuarly the deferral of tax on the “inside build-up,” and the interest paid on policy loans
is not deductible under Internal Revenue Code § 161. Further, the government argues that the use of
simultaneous netting transactions to finance the premiums by means of policy loans and withdrawals, which
it believes are factual shans, causes the plan to fail the “four-of-seven” test set forthin Internal Revenue
Code § 264(c)(1), and therefore, for that additional reason, interest deductions should be disallowed.

Many of these issues were thoroughly litigated inthreeprior cases, American Electric Power, Inc.
v. United States, 136 F. Supp. 2d 762 (S.D. Ohio 2001), In re CM Holdings, Inc., 254 B.R. 578 (D.
Del. 2000), aff’d 301 F.3d 96 (3d Cir. 2002), and Winn-Dixie Stores, Inc., v. Commissioner of
Internal Revenue, 113 T.C. 254 (1999), inwhich the courtshavefound thet the broad-based COL | plans

constituted shas in substance.  The constellation of these cases has formed a lodestar which has guided
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and shaped the parties’ presentation of evidence; the plaintiff has endeavored to demonstrate through
tegimony and exhibitsthat its COL | plans are substartially different fromthe plans condenned inthe prior
cases, whilethedefendant has attempted to show thet the Great West and MetLife COLI plansarevirtually
idertical, with nearly all of the offending features of the other plans in common.

Trial beganon January 8, 2002, and the proofs concluded on March12, 2002. The Court heard
the testimony of 26 witnesses and received 1,526 exhibits. The partiesfiled a stipulation of facts consisting
of 137 separate paragraphs. Initial and amended proposed findings of fact werefiled, along with post-trial
briefs. The parties then presented their final arguments in open court on May 28, 2002. The following
constitutesthe Court’ sfindingsof fact under Federal Rule of Civil Procedure 52, followed by itsapplication

of the governing law.

1. Background and Facts of the Case
A. Life Insurance General Terms and Features
Inits most basic form a life insurance contract consists of an agreement by aninsurance comparny
to pay a sum of money, known as adeath benefit, to the beneficiary named on the insurance policy upon
the deathof theinsured life. 1nconsideration of the payment of a premium, the insurance company assumes
the risk that the insured will die during afixed period of time, usually one year. The premum charged for
thet year is calculated based upondatawhichincludes the age of the insured, life expectancies of individuals
of that same age, the likelihood thet individuals of that age will die during thet year, and the amount of the
death benefit. If there are no other featuresto the insurance cortract, this kind of insurance coverage is

known as term insurance or “pure insurance,” and the charge associated with assuming the risk of
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premature death of the insured during thet period is called the cost of insurance (COI). Because the
likelihood of death increases as age advances, the COI for renewableterminsurance becomesincreasingly
expensive as an insured grows older.

Theinsuranceindustry over the years has developed productsthat ameliorate the high cost of term
insurance in the later years. “Whole life insurance” is a form of cash value insurance thet is designed to
provide coverage over the course of one's ertire life, which is typically calculated at 95 years. A leve,
annual premium in excess of the cost of insurance is charged. The excess premium s invested by the
insurance comparny so that the insurance policy accumulates “cash value,” which conssts of the
accumulation of the excess premiums and earnings. The earnings are referred to as “ingde build-up.” I
the insured dies, the cash valueis paid out as part of the death benefit. As the insured advancesin age, the
cash value becomes an increasingly larger component of the tota death benefit, and the pure insurance
element correspondingly decreases, thereby moderating the COI.

In a typical whole life insurance policy, the annual premium is comprised of the COI, an excess
amount which is invested for the purpose of accumulating cashvalue, charges for expenses such as policy
administration and commissions, and aprofit for the insurance company. The COI dement of the premium
is based in part on calculations using complex actuarial formulae which endeavor to quartify the risk of
mortality of an insured in relation to a given population. Informetion concerning rates of death generally
comes from statistical studies and compilations by actuaries who assess the mortality experience of agiven
population. The resuts are assenbled in mortality tables. In some circurstances, the actual mortality
experience of an insurance company, that is, the frequency of the incidence of death among actual policy

holders compared to the expected mortality of the cormparitor population, can determine the profitability
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of aninsurance compary. Another conponent of profitability comes fromthe performance of theinsurance
company’s investment of excess premum  However, an insurance conpany may choose to share
favorable mortality, expense, and investment experience with its policy holders by paying dividends when
this experience outperforms expectations. Insurance policies which have this feature are known as
participating (par) policies. Those without this feature are known as non-participating (non-par) contracts.
Gererally, in whole life policies the expense and pricing components of the premiums and, in par policies,
dividends formulae, are not revealed to the policy holder.

In some cash value insurance policies, the policy holder has a contractual right to access the cash
value This may occur in the form of loans from the insurance company which are secured by the cash
value of the policy. The insurance company chargesinterest, usually at arate in excess of therate of return
paid on the investment principal of the contract. The rate of return on the investment portion of the
insurance premium is known as the “credited rate.” The amount of interest charged on the policy loanis
known asthe“loanrate.” The difference betweenthe loanrate and the credited rateis called the “spread,”
which can be established or adjusted to serve avariety of payment and financing goals. If aninsured dies,
a portion of the death benefit is used to pay off the loan and outstanding interest charges.

The policy holder may also access the cash value of the policy in certain insurance cortracts by
partial withdrawals, or “partial surrender,” of the policy. Partial withdrawals need not be repaid, but there
is a corresponding reduction in the death benefit of the policy.

When the cash value of the policy reaches a point where the return oninvesment coversthe COI
required to satisfy the death benefit along with the accumulated cash value and the expense of

administration, the policy is considered “paid up” and no further premiuns are due. Some policies are
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designed to require premium payments throughout the insured’ s “whole life,” while others, such as the
policiesinthis case, may compressthe payments by requiring alarger premiumfor alesser number of years
for the same death benefit. Some par policies include a feature that dividends declared are used to
purchase “paid- up additions’ which increase the amount of the death benefit.

Inthelate 1970s, the insurance industry developed a “universal life” policy, which is a cash value
policy in which all of the economic components are “unbundled,” or revealed, to the policy holder. The
development of wniversa life policies and the unbundling of economic components stimulated the
development of differert life insurance products that could address varying investment goals and returns
for individual policy holders. For exanmple, ayounger individua who wants to purchase a maximumdeath
benefit for afinite period of years may elect to purchase terminsurance. Someone who warts avery low
premum but permanent protection may elect to purchase a whole life insurance policy with limited
borrowing features. A person who intends to use an insurance policy as a savings vehicle may elect to
purchase auniversal life policy which indudes a partial withdrawal feature. Anindividual who wartsto use
hisinsurance policy as a source of funds may look for an insurance contract which permits borrowing and
partial withdrawals. The insurance industry has developed products over the years to accommodate all
of these goals.

I nsurance contracts are highly regulated at the state level, and the standard policies, or “forms,”
themsalves are submitted to state regulators for approval. Policy forms may be approved as individual
policies — i.e., contracts which insure a single life — or as group policies. Under a group policy form, a
single policy can provide insurance on the lives of several individuals. Insurance provided to several

employees as a benefit of enployment frequently takes the form of a group contract, with the corporation
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owning the policy and the enployees desgnating their respective beneficiaries. Some states, including
Michigan, aswill be explained later, limit the range of group insurance contracts in which corporations may
be named as beneficiaries.

B. Tax Treatment of Life Insurance and Changes in Tax Law

It has been a long-standing feature of Congressional tax policy thet the death benefit of insurance
policiesis not subject to incometax. See IRC § 72, 101(a). Inaddition, the inside bulld-up istax deferred,
and if paid out as a death benefit it is non-taxable. See id. Policy withdrawals are treated as coming first
from basis and then from earnings, so withdrawals up to bass are likewise not taxable. See id.

The proceeds fromloans secured by the cash value of insurance are, of course, not taxable since
they do not corstitute “income.” See Internal Reverue Code (IRC) 861 (not listing loan proceeds as gross
income); United States v. Ivey, 414 F.2d 199, 202-03 (5th Cir. 1969). Furthernore, interest paid on
these loans in the past has been tax deductible, although Congress has curtalled and uitimetely eliminated
the interest deduction. 1n 1964, Congress amended IRC § 264 to limit interest deductions on loans used
“to purchase or carry alife insurance . . . contract . . . pursuant to aplan of purchase which contermplates
the systemetic direct or indirect borrowing of part or all of the increases inthe cashvalue of such contract.”
Pub. L. 88-272 (1964); IRC § 264(a)(3). Deductions were till allowed where “no part of 4 of the annual
premiums due duringthe 7- year period (beginningwith the date the first premum on the contract to which
such planrelates was paid) is paid under suchplan by means of indebtedness.” IRC § 264(c)(1). In1986,
Congressonce again amended section 264 to allow interest deductions only onthe first $50,000 borrowed

and secured by the cashvalue of a policy. See Pub. L. 99-514, § 1003, 100 Stat. 2085 (1986). Congress



eventually eiminated the interest deduction altogether whenit enacted the Hedth | nsurance Portability and
Accountability Act of 1996 (HIPA), Public Law No. 104-191, 110 Stat. 1936 (1996).
C. COLI in General

Traditionally, individuals purchased policies insuringtheir ownlives naming other persons or ertities
as the beneficiaries designated to receive the death benefit upon the death of theinsured policyholder. In
earlier times, it was not uncommon for strangersto purchase insurance on the lives of prominent people,
in effect wagering on the likelihood of thelr premeture death. See Crossman v. Amer. Ins. Co. of
Newark, N.J., 198 Mich. 304, 308, 164 N.W. 428, 429 (1917). The concept of “insurable interest”
arose to curb this disturbing trend.  Generally speaking, an “insurable interest” is “a reasonable ground,
founded upon the relations of the partiesto each other, either pecuniary or of blood or affinity, to expect
some benefit or advantage fromthe continuance of the life of the assured.” Warnock v. Davis, 104 U.S.
775, 778-79 (1881) Anindividual is presumed to have an insurable interest in his or her own life. 3
Couch on Insurance, 8 41.19 (1995). Likewise, it has long been recognized that corporations have an
insurable interest in its important employees, supporting the development of so-called “key person’
insurance inwhich a corporation purchasesinsurance on itsemployees’ lives namingthe corporation asthe
beneficiary. 3 Couch on Insurance, 8 43.13. The death benefit provides economic protection against the
urtimely death of employees inportant to the success of the business. In these plans, the insured neither
names the beneficiary nor owns the policy. Rather, it is “corporate owned.”

Because of the favorable tax treatment of death benefitsand inside build-up, corporate-owned life
insurance on the lives of key employees was marketed and sold as an investment vehicle. Proceedswere

commonly used to fund deferred compensation and other employee benefit plans. Inaddition, the industry
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developed plans to leverage the purchase of such insurance by borrowing from the insurance company,
using the cash vaue of the policy as collateral, and using the loan proceeds to pay the amual premiuns.
Large cash value policies were marketed on the tax arbitrage opportunity based on the deductibility of
policy loan interest. When Congress limited the interest deduction to policy loans of $50,000 or less,
insuranceentrepreneursmarketed COLI policieswhichinsured abroader employeebase, takingadvantage
of a national trend recognizing an employer’ s insurable interest in lower- level employees. Contributing to
the desirability of these plans was the concept of “aggregate funding,” i.e., using the cash generated by the
policy or group of paliciesto fund entire prograns, rather than simply tyingthe policy’ s death benefit to the
benefit costs of a specific insured individual. In many circumstances, the financial success of these broad-
based COLI plans relied on the favorable tax treatment of cash value life insurance — that is, tax-exempt
death benefits, tax deferral of inside build- up, and the deductibility of policy loan interest—rather thanthe
economic gain solely from premeture mortality of the insured enployees.

Inprior challengesto broad-based, highly leverage COLI plans, the United States has not assailed
the taxpayers’ reliance on and utilization of tax benefits afforded by the treatment of death benefits and
inside build-up. The broad-based COLI plans that have been under attack are those in which the
government has argued that the taxpayer will derive no economic benefit from the plan absent the tax
deductions on policy loan interest. Infact, it is the absence of the likelihood of profit from mortality and
the stripping of cash value which has made those plans suspect and susceptible to the economic sham
argument, asis described inthe AEP, CMI, and Winn-Dixie cases. The government clams that Dow’'s

two COLI plans suffered the same infirmities.



D. The COLI Plans in AEP, CM Holdings and Winn-Dixie

The insurance policies involved in Winn-Dixie, CM Holdings, and AEP, were all characterized
ashighly leveraged, broad-based COLI plans, which combined large, front-loaded premiums and liberal
aceess to quickly accumulating policy cash vaue. The cash fromthe policies accessed by a conbination
of loans and other distributions (partial withdrawals and dividends) was used to pay premiums and loan
interest charges. Therespective corporations owned the policies and were named as beneficiaries for the
desth benefits.

1. Winn-Dixie Stores, Inc., v. Commissioner of Internal Revenue

In Winn-Dixie, the taxpayer purchased insurance on the lives of nearly al of its 36,000 full-time
employees. Amual premiums were charged in the amount of $3,000 per insured payable in years one
through fifteen, withthe amount of death benefit varying depending on the age of the insured. For the first
three years, approximately 93% of the premumwas paid by means of loans secured by policy cash value.
Wim-Dixie elected anoptionin which interest was charged at a variable rate equal to Moody’s high-risk
bond average (Moody’sBAA) instead of alower fixed-termrate that was offered, and the borrowed cash
value was credited with earnings at 40 basis points below the loan interest rate. This amounted to a
10.66% return on borrowed funds in the first year, yet the crediting rate on unborrowed funds was 4%.
Based on pre-purchase 60-year projections, the Court found that Winn-Dixie woud pay premiums and
loan interest primarily through partial withdrawals of cash value in years four through seven, and then
continue borrowing to pay loan interest throughout the remaining policy years. In the first four years, the
amount of the premium actually paid in cash roughly approximated the insurance comparny’s COI plus

expense charges. The same projections dermonstrated that the net pre-tax cashflow generated by the plan
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was a negative $682 million; however, when accounting for policy loan interest deductions and assuming
a38% tax bracket, Winn-Dixie woud realize over $2 billionin positive cashflow over the life of the plan.
The policies issued by AIG Life Insurance Company also contained a provision establishing a “claims
stabilization reserve” which effectively limited Winn-Dixie' s ability to profit from nmortaity charges The
policies allowed for partial withdrawals and borrowing up to net cash value, with the death benefit applied
first to retire any outstanding policy loans. After the passage of HIPA which eliminated tax deductions for
COLI interest payments, Wim-Dixie cancelled its policies with AIG.

The Tax Court found thet the loan and other premium-financing transactions “actually occurred,”
and therefore corfined its analysis to whether the plan constituted a sham in substance. 113 T.C. at 278.
In examining the overall transaction, the Court concluded that since there was no reasonable basis for
Wim-Dixie to expect to profit from death benefits due to the ameliorating effect of the claim stabilization
reserve, and policy cash value was relatively small throughout the projected life of the plan, the deduction
of policy loan interest payments was “clearly the dominant element” of the plan. 7d. a 281. Without the
benefit of interest deductions, the planyielded substantial negetive cash flow ineach of the sixty years. The
planwas economically viable only as long as Winn-Dixie’ s* appetite for interest deductions remainslarge,”
and tax considerations “permeated” the pre-purchase analyses. 1d. at 288. Findingthat consistert pre-tax
negative cash flow “precludes any economic vaue, economc sgnificance, economic substance, or
commercial substance other than the tax benefit,” the Court concluded that the plan was a sham in

substance. 1d. at 290.

2. In re CM Holdings, Inc.
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InCM Holdings, the COLI policieswere “designed to be owned on a broad base of employees,
to be financed through a highly leveraged transaction, and had to provide the policyholder with a postive
cash flow inevery year of the policy.” CM Holdings, 254 B.R. a 582-82. The COLI policies, known
as the “COLI VIII Plan,” were issued by Mutual Benefit Life Insurance Company (MBL) to Camelot
Music, Inc., awholly ownred subsidiary of CM Holdings, and carried a fixed annual premium of $10,000
payable inyearsone through nine for each of the policies purchased on 1,431 employees (ore policy was
later rescinded). The death benefits increased over time, varied based on the issue age of the policies on
eachindividual insured, and the policies had several cash-access and transparency features of universal life
policies. Camelot paid $1 million of the $14 millionin cashfor the first- year premium. The balance of the
premium, or approximately 93%, was paid by policy loans. Camelot financed the second and third year
premiums and accumulated loan interest charges in the same fashion.

Camelot cortinued to take policy loans in the second and third yearsto pay approximately 90%
of the amnual premums. /d. at 593. The other 10% of the annual premiums was paid in cash. /d. at 593.
The policy loaninterestinthese years was paid by taking additional policy loans. /d. at 607. The premium
payment and loans occurred in simultaneous netting transactions inwhich the amount of the policy loanwas
deducted fromthe gross premium, the payment of which was the basis for the cash value which secured
the loan. The amount of the premum which Camelot elected was designed to creete first-day, first-year
cashvalue that earned interestat the creditingrate, which Camelot elected to beindexed to Moody' sBAA
enhanced rate. This election in turn determined the policy loan interest rate, because Camelot chose a

variable rate calculated at 100 basis points above the crediting rate for borrowed funds.
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Customarily in cash value poalicies, the annual premium less an expense charge and the COIl is
added to the policy’ s cash value. The expense charge is a percertage of the premium set asde to cover
comnissions and other administrative costs, and may include a “margn” which is intended as a hedge
against higher than articipated costs. The expense charge is typically between 5% and 8% of the annual
premium, includingthe margin which isintended to reasonably relate to the risk that higher than articipated
charges will meteridize. In CM Holdings, the annual premiums and loan interest paymentsin years four
through seven were financed by cash, partial withdrawals, and a device called a “loading dividend.” 7d.
at 593. By design, 95% of the gross premium was taken as an expense charge, known as the “loading
charge” Id. at 593. In actudlity, the expenses were between 5% and 8% of the gross premium. /d. at
593. The difference between the “loading charge” and MBL'’ s actual expense charges generated excess
fundsinthe policies which resuted in the payment of a “loading dividend,” whichamounted to about 92%
to 95% of the loading charge. Id. at 594. Insimultaneous netting transactions, the loading dividend was
used to pay the premium. /d. at 593. A partial withdrawal was takenin an amount equal to about 99%
of the policy loan interest payment and used to make that payment. /d. at 593. The Camelot COLI VIII
policies did not limit the amount of policy value thet could be taken as a partial withdrawal. 1d. at 594.
Camelot paid the balance of premiums (about 5%) and loan interest payment (about 1%) incash /d. at
593.

Although Camelot originally planned to take policy loansin years eight and nine, those loans were
never taken. Id. at 592 n.16. Duringthefirst eight years, $31.3 millionin policy loaninterest accrued. 1d.

at 607. Camelot paid $12 million, or about 40% of the policy loan interest, in cash. Id. at 607.
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Cash value was stripped from the Camelot COLI VIII policies by means of a highly efficient
computer programdesigned to achieve zero net equity onthe last day of each policy year, id. at 595, such
that the net equity of the policies “woud not exceed one pemny.” Id. at 631. Moreover, the Camelot
COLI VI plans were designed to be “mortality neutrad.” This mearnt that the

cumulative COI charge paid by Camelot was anticipated to equal the cumulative death

benefit that would be distributed to Camelot, with the exception of a profit margin to the

insurance company of 20% of the COI charge in the first plan year, 10% in the secord

plan year, and 2% theresfter.
1d. a 632-33 (footnote omitted). Although so designed, the Camelot COLI VIII plan did not operate in
a mortality neutral way. Id. at 633. Over the first seven years, Camelot received death benefits and
mortality dividends $1.3 million higher thanits COI. 7d. at 633- 34. Thiswasthe resuit of pooled dividends
inthefirst three policy yearsand a conbination of pooled and experience-rated dividends inthe fifth policy
year; the experience-rated dividend wastotaled only $293, al received in the fifth policy year. 1d. at 634-
35. Inthet fifth policy year, the Camelot COL V111 planmoved to an experience-rated approach. MBL
explained that

[t he new nortality mechanism will result in a much closer match between the expected

cash flow from projected death benefits and claims that are actudly paid. This will

minimize any volatility or variation in the cash flows and corporate earnings which are

expected in each year of the plan.
Id. at 635.

With the passage of HIPA in 1996, Camelot stopped paying premiums and allowed the policies

to function as paid- up policies for a reduced amount of death benefit coverage. 1d. at 641. Thisresuted

in a $30 million reduction in death benefits causing a $30 million partial withdrawal which forced dl of

Camelot’s taxable policy gain out of the policies. Id. at 641.
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Albeit cleverly designed, the COLI VIII plan ran afoul of the governing case law concernng so-
caled “shamsinfact” and “shams in substance,” according to the district court. /d. at 598. Although the
policy loans used in the first three years ard the interest accrued on them were found to possess factual
substance, the loading dividends used in years four through seven of COLI VIII did not fare so well. In
order to cdcuate the dividend amounts, the policies charged administrative fees considerably out of
proportionto the actual costsincurred. Furthermore, instead of distributing the dividend fromaccumulated
surplus, the policies “sourced” their dividends fromexcessive loading charges which were instantaneously
offset against payment of the premium. The lack of any contributions to the dividends from investment
yields was aso suspicious. The district court was also troubled by the payment of the dividends at the
beginning of the policy year, rather than theindustry- standard practice of paying at the end of theyear. The
legtimacy of the dividends wasfurther compromised by the fact that they were guaranteed, not contingent.
Topping it off, the designers of the COLI plandid not treat the dividends as a liability onits balance sheets.
The combination of all these factors provided “overwhelming evidence” to the district court that the loading
dividends were factual shams. Id. at 617-20.

The district court further concluded that the COLI plan, as a whole, was a sham in substance thet

lacked any rational economic purpose other than the creation of tax savings through interest-payment

1t is worth noting thet the Third Circuit disagreed with this finding on appeal, although it did
affirmthe judgment onthe basis that the policies were nevertheless shans in substance. In re CM
Holdings, 301 F.3d 96 (3d Cir. 2002). Although the nature of the loading dividends — made contrary
to industry practice — provided evidence that the dividends were part of alarger substantive sham, the
Court concluded thet the circular netting transactions cuminating in loading dividends were no less real
than the circuar netting transactions cuminating in policy loans that the district court approved. 7d. at
108. Because in both cases the transactions “actually occurred,” they could not be considered factual
shans. Id. (citation omitted).
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deductions. The court’s determination centered on two factors: “the objective economic substance of the
transactions and the subj ective business motivation behind them.” 7d. at 621 (citation and internal quotation
marks omitted). From the objective standpoirt, al of the pre- purchase illustrations projected Camelot’s
cash flowsto be negative absert the interest deductions in all years of the plan and in the aggregate. In
addition, projectionsconsidered by thecourt, when discounted to present value, maedeit clear that the plans
generated negative cash flow absent the interest deductions and positive cash flow only when those
deductionswere corsidered. This conclusionwas bolstered by the economic neutrality of the plans, which
were designed to preclude any cash build-up in thepolicies. Rather, any value received was immediately
stripped from the policies in the form of loans or dividends. Similarly, the policies’ focus on “mortality
neutrdity” meant that there was no risk involved for either party with respect to the disbursement of death
berefits, unlike traditional insurance cortracts. /d. at 637.

Camelot’s subjective intent in adoptingthe COL | plandid not salvage the transactions.  Although
the court saw no reasonto discredit Camelot’ s explanation that it purchased the COLI policies to offset
the cost of medica benefits, that alone was not sufficient to confer economic substance on whet was
otherwise an “economically empty transaction.” Id. at 638. Camelot’s position was also undermined by
evidence indicating thet the interest deductions played a crucial role in convincing Camelot to purchasethe
policies, and by management’s awareness prior to purchase that the policies coud not be profitable ona
pre-tax basis. /d. at 639-41.

Thedistrict court further concluded that Camelot could not save the deductions takeninyearsone
through three viathe four-of- seven safe harbor provided by 1.R.C. § 264(c)(1), which permits deductions

on policy loans takenfromlife insurance policies aslongas* no part of 4 of the annual premiums due during
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the 7-year period (beginningwith the date the first premium. . . was paid) is paid under such planby means
of indebtedness” 26 U.S.C. § 264(c)(1). The court concluded without contest by the policyholder thet
the statute implied thet the premiums paid must be level throughout the seven-year period. 1d. at 645.
Once the court deducted the portions of those premiurs that were “paid’ by loading dividends, the
remaining amounts actually paid were substantially lower that those paid in previous years with the aid of
the policy loans (which were found not to be factual shams). The resuit was that the effective amount of
the premiums paid was not truly level throughout the first seven years of the policy, and thetaxpayer coud
not take advantage of the safe harbor of Section 264(a)(2), which otherwise precludes deductions for
premium financing arising from a corporate life insurance plan “which contemplates the systemetic direct
or indirect borrowing of part or all of the increases in the cash value” of the policy. Having violated the
implicit requirement thet premiums remain level, the interest deductions takenfor the first three years of the
policies were dso invalid. 7d. at 646-47.
3. American Electric Power, Inc. v. United States

The COLI plan at issue in A EP was amost idertical to the one considered in CM Holdings. See
AEP, 136 F. Supp. 2d at 768-69. In that case, the plaintiff, American Electric Power Company,
purchased COLI policiesonits enployees’ livesintending to offset the effect onits earnings reports of new
accourting requirements for expensing post-retirement medical benefit obligations.  Although the death
benefit of each policy varied according to the age of the employee, the other terms were idertical. 1d. at
774. Eachpolicy inthe plan provided fixed, annual premiums of $16,667 that were designed to permit the

accumulation of $50,000 in cash value within three years
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Over the first three years, AEP would pay approximetely ninety percent of the premumsthrough
policy loans “in smultaneous netting transactions in which the loans were offset against the premuns.” 1d.
a 776. This gructure dlowed AEP to pay approximatdy $23.5 million in cash, including administration
fees, for premiums costing $330 million. That $23.5 million, in turn, woud be offset by deductions for
interest paid on the policy loans and the receipt of tax-free disbursementsin the amount of $10.8 million.
AEP thus ended up with $3.5 million of positive cashflow inthe plan’ s first year, rising to $3.9 nillionin
the second year, $10.5 nillion in the third year, and more than $35 million after eight years. 1d.

After thethird policy year, borrowingsto pay premiums approached the $50,000 policy loanlimit
of I.R.C. § 264, so premium payments and accrued loan interest were paid using dividends and partial
withdrawals in smultaneous netting transactions once per year. Ninety-five percert of each premumwas
considered an expense charge by the insurer, and the remainder was returned to AEP as a “loading
dividend.” Id. No premums were due from that point forward, athough the policy loans remained
outstandingand generated more than $100 million of interest expense each year, offset by cashwithdrawals
which stripped excess cash fromthe policies, resuiting in zero net equity. Through year 20, positive cash
flows of $35 million to $39 million were projected, after the tax deductions were taken into account.

In addition, the court found that these policies were “mortality neutral,” sincethere was no risk to
either party that the amourt of death benefit paid would vary from the COI. Thiswas achieved by means
of an amual dividend that would refund excess monies after any year that morality “prove[d] more
favorable to the [insurance] company than expected.” AEP, 136 F. Supp. 2d at 777.

The net effect of these structures was to create a scheme in which policy payouts would exactly

offset the premiums paid less afixed profit for theinsurer. The AEP Court agreed withthe CM Holdings
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Court that this design wasproblemetic. First, althoughthe Court agreed that the loading dividendsinyears
four through seven could be workable, the mortality neutra design of the COLI scheme eliminated any
“reasonable relationship to the insurance company’ s risk of incurring higher than expected expenses.” 1d.
at 782. Second, the AEP court agreed with CM Holdings thet the Code’ s “four-of-seven” rue required
the premiuns to be level in al everts. Third, the AEP COLI plan as a whole was an economic sham
becauseitsneutrality onmortal ity and absence of excess cashinthe policy gave it no “practicable economic
effect other than the creation of income tax losses” 1d. at 785 (quotingRose v. Comm 'r, 868 F.2d 851,
853 (6th Cir. 1989)).

Findly, athoughthe court determined that simultaneoudly borrowing against the policy and paying
that year's premiuns with those loan proceeds was not a factud sham, the fird-year loans were
suspiciously backdated in a manner incongistent withindustry practice. When AEP decided to participate
inthe M utual Berefit Lifelnsurance (MBL) COLI VIII plan, it Ssgned prepayment agreements on February
16, 1990 thet allowed AEPto purchaseCOLI onits enployees betweenthat date and the date the policies
were finally issued. The policies were issued on March 23, 1990, and MBL originally calculated March
23, 1990 as the inception date for the policies. Because using the March date cost it almost $2 million in
deductions, AEP complained, and Integrated Administration Services (IAS), which was administeringthe
program for MBL, responded by backdating the inception date to February 16, 1990, when the
prepayment agreementswere signed.  The Court found thisto create a shaminfact withrespect to interest
“accrued” between February 16 and March 23, 1990 because loans were never issued during the
prepayment period, and AEP paid no interest during thet time. Furthermore, snce the policies were

considered to have been issued to a grantor’ s trust on March 21, 1990, the trust became liable for debt
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thet predated its existence. /d. at 781-82. The court brushed off, withlittle explanation, AEP’ s contertion
that these sort of “bridge” agreements were common in the life insurance industry for applicants who
wanted to be protected while the policy was being considered and processed:

While there was evidence preserted showing thet it is commoninthe lifeinsurance industry

to issue a conditional receipt at the time of taking an application for life insurance and to

provide death benefit coverage fromthe date of the receipt — after it has beendetermined

that the insured meets the company’ s underwriting requirements — there was no evidence

presented of a customor practice to backdate policy loans in the manner inwhich it was

dore in the instart case.  The court concludes thet the manner in which 1AS originally

intended to calculate the first-year policy loaninterest ismore likely the industry normfor

a transaction of this kind.

Id. at 782.

Thus, in these three cases, the courts generally determined that the COLI plans constituted
economic shams functioning only as interest-deduction engines that drove no legitimate financial vehicles.
The courts pointed to artificially high loan interest rates which hed no practica adverse effect on the
borrower because the fixed spread correspondingly drove up the supercharged credited rate onborrowed
funds; relatively small interest rates on unborrowed funds to discourage leaving cash in the policies; the
elimination of mortality risk by means of fully retrospective, annual equalization of COI and death benefit
payments; the use of unconventional “loading dividends’ as ameans of paying premums infour of the first
seven years, anexquigtely effident computer programwhich stripped virtually all equity from the policies
year after year; and prepurchase illustrations which showed only negative cash flows without the tax
deductions in each of the policy years through the duration of the programs.  These courts concluded that

there could be no profit on premature mortality because of the retrospective adj ustment which eliminated
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mortality risk in advance, and no return on insde build-up because dl the cash was stripped from the
policies throughout the program

As will be explained in greater detail below, the COLI plans purchased by Dow were smilar,
although not identical to, the COLI plans in the cases described above. They all involved cash value
policies that compressed the premium payments into a relatively short period, they called for a highly-
leveraged premium finencing Srategy that avoided policy loansin years four through seven, they al carefully
monitored the rel ationship between COI and theactua death benefit payout, and they all were used to fund
in the aggregate future corporate benefit obligations. There are critical differences in Dow's plans,
however, which preclude findingthat the plans are factual shams. The Court concludes thet there was an
economic benefit that potertially could be derived from the plans without reying solely on the tax
deductions for policy loan interest. As will be explained, Dow articulated a legitimate purpose for
embarking on the programs: providing a source of cashto cover unfunded future medical obligations for
its retirees. Dow had turned to similar devices in the past, albeit on a much smaller scale, to cover
cortingert ligbilities.

E. Dow’s 1983 and 1985 COLI Policies

In 1983, Dow purchased 89 COLI policies from Connecticut General Life Insurance Company
(CIGNA). Stip., 28. Purchased onsenior executive-level employees, including Dow’s President, its
Chief Executive Officer, its Executive Vice Presidents, and a number of Senior Directors, the policies,
dated December 1983, were intended to provide a funding source for deferred compensation obligations
Dow had to those enployees. Stip., 1128. These policies were purchased to protect Dow fromfinancial

damage in the event of loss of itskey ermployees’ unique knowledge and expertise and to offset unfunded
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liabilities that Dow had to the insured employees. Pierce, Tr. at 4276, 4328. The premiums and death
benefit varied for each policy according to the salary level of the insured enrployee. Pierce, Tr. at 4278-80;
Ex. D970. Dow paid the annua premiumsfor thefirg, fifth, sixth, and seventh policy years in cash; amual
premiums for the secord, third, and fourthpolicy years were paid using policy loans. Pierce, Tr. at 4281,
Ex. D970. Neither first-day, first-year policy loans nor partial withdrawals were takenwiththese policies.
Pierce, Tr. a 4281; Ex. D970. These policies were acquired and subsequently monitored by Dow’s
Human Resources department.  Falla, Tr. (/9 am), at 32-33. In 1988, Clark/Bardes, Inc.
(Clark/Bardes), a broker, took over administrative support for the CIGNA policies. Stip., 1 29.

In 1986, Dow purchased 52 COLI policies from Great Wes Life Assurance Company (Great-
West). Stip., 130. These policies, dated Noverrber 10, 1985, were purchased on senior exective-level
employees to offset Dow’ s unfunded deferred conpensation liabilities to those employees.  Stip., 1 30;
Pierce, Tr. at 4334; White, Tr. (/10 am.), at 12. These policieswere individud, traditiona, participating,
whole-life, paid- up-at-age-95 base policieswith an attached rider. Ex. P91. Level anrua premiumswere
payable at issue and continued until age 95. /bid. Likethe1983 COLI program, the annual premiumsand
death benefit on the 1985 COLI policies varied according to the salary level of the insured enployee.
Pierce, Tr. at 4285-87; Ex. J1191. Dow paid the annual premiums for four out of the first seven policy
years in cash; amnual premiuns for the other three policy years were paid using policy loans. Pierce, Tr.
at 4281. Neither first-day, first-year policy loans nor partial withdrawals were taken with these policies.
Id. a 4292. The purchase of these policies was again handled by Human Resources;, however,

Clark/Bardes provided the administrative support for the management of the policies. Stip. 1 31.
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Both the 1983 CIGNA and apparently the 1985 Great-West COLI poalicies provided for a
variable loaninterest rate based on Moody’ s Corporate Average. Ex. J11; Ex. P91. Moody’s Corporate
Average isalong-termindex which approximatesthe rate of return earned on assets invested by insurance
companies. By charginginterest at the Moody’ s Corporate Average rate, aninsurer avoids discrimination
betweenits borrowing and non-borrowingpolicyholders and protects the insurance company fromthe risk
of disintermediation, that is, the risk that apolicyholder will borrow cashfromthe insurance policy at below
market rates when returns on investiments are considerably higher than the policy loanrate. Todd, Tr. at
636-37; Pudlisi, Tr. at 5276-77, 5278; DesRochers, Tr. at 3597-98, 3599; Hoag, Tr. at 6205-06. Also,
by using Moody' s Corporate Average as a borrowing rate for policy loans, an insurance company
decreases the senstivity of the insrance company’s financial statements to policyholder borrowing.
Plotkin, Tr. at 4085-86; DesRochers, Tr. at 3598.

The cash flows generated by the 1983 and 1985 COL | programs were not segregated as specific
pools of furdsfor the purpose of offsettingDow’ s unfunded ligbilitiesto the employees insured; rather, the
cash flows generated were fungible and could have been used for any corporate purpose. Pierce, Tr. at
4328, 4334. Dow’ sinterest deductionsreatingtothe 1983 CIGNA and 1985 Great-West COLI policies

were not chellenged by the IRS. Pierce, Tr. at 4335.

F. Dow’s Purchase of the Great West COLI Policies

1. Dow’s Business Purpose: Mounting Employee Retirement Medical Expenses
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The 1983 and 1985 COLI prograns were purchased to fund deferred conpensation obligations.
In 1982, Dow retained an outside consulting firm, Watson Wyatt Worldwide (Wyatt), to caculate the
present value costs of its future liabilities for retiree benefits and the annual contribution required to fund
those benefits. Ex. J7; J9; Falla, Tr. (/8 am) at 121. For eachdollar Dow pays an average employee
insalary, it pays that employee an additional 22 to 25 centsin benefits. Falla, Tr. (1/18am.)at 115. The
estimated presert value of Dow’ s accrued post-retirement life and medical plan liabilities in 1983 was
approximately $500 million. Ex. JO; Pierce, Tr. at 4336. The estimated liabilities rose to over $1 billion
by 1987. Ex. J73. The increase wasthe result of the escalating cost of benefits and the significant increase
inthe utilization of medical, health, and life insurance benefits. Falla, Tr. (1/8 am.) at 117, 123; Lake, Tr.
(/20 p.m) at 85. Dow executives worried that Dow might no longer be able to offer post-retirement
benefits to its employees unless it found a way to fund these cogs. White, Tr. (1/10 am) at 65.

In 1983, Wyatt assigned Gary Lake as Dow’s actuaria consultant. Lake, a member of the
American Academy of Actuaries since 1977, started at Wyatt in 1973 and became its netional resource
onCOLI-related metters, advising gpproximetely fifty clients. AsDow’ s actuarial consuitart, Lake assisted
Dow in evaluating whether COLI was a viable means for funding the employee benefit obligations
idertified, educated Dow as to insurance products and risks inherert in COLI, and helped develop
specifications to solicit and compare bidder’s proposals. Lake, Tr. (1/10 p.m) at 73-74, 78. Lake
advised Dow onits purchase of all its COLI programs: the 1983 CIGNA and 1985 Great-West, aswell
asthe two COLI progams inthis case.

2. Changes in Accounting Requirements for Retiree Medical Expenses
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Prior to 1989, Dow accounted for its retiree medical benefits onapay-as-you-go basis. Falla, Tr.
(/8 am) at 116-17; Brink, Tr. at 2398-99. InFebruary 1989, theFinancial Accounting Standards Board
(FASB) issued Exposure Draft 105, Employer’s Accounting for Post Retirement Benefits Other than
Pensions. 1f implemented, this document would have required employers to accrue currert liabilities for
retiree medical and life insurance benefits on a current basis for the purpose of their financial statements.
Stip., 1132; Lake, Tr. (1/10 p.m) at 81. Exposure Draft 105 woud have required Dow to accrue $1.6
billionas the present value of itsaccrued retiree medical liabilitiesin 1989. Stip., 133. InDecember 1990,
the FASB issued FASB Statenmert No. 106 (FAS 106), Employer’s Accounting for Post-Retirement
Berefits Other than Pensons. FAS 106 adopted the requirements of Exposure Draft 105, effective for
fiscal years beginning after Decermber 15, 1992. Stip., 134. A 1991 calculation placed Dow’ s accrued
retiree medical liabilities at $1.34 billion. Ex. J411.

Dow adopted FAS 106 effective January 1, 1992. Stip., 135. In meking the transition to this
accounting standard, Dow took an after-tax charge of $994 million against its 1992 income for unfunded
retiree obligations with a net present value of $1.45 billion accrued to date. Ex. J641. The liability
continued to grow. Ex. J722 ($1.54 billion in 1993); Ex. J774 ($1.62 billion on Januery 1, 1994).

3. Requests for Proposals (RFP)

Dowofficialsdecided to explore COL | asameans of funding these liabilities and, as before, turned
to Gary Lakefor advice. The “kick-off” datefor the exploratory project, as Lakereferredto it, was April
1, 1987. Because the Human Resources Department acquired Dow’ s other COLI policies, Loren Pierce,
Dow’s Manager of Executive and International Berefits at the time, was approached by Clark/Bardes

about a new version of corporate-owned life insurance on the market, known as “COLI II1,” to fund
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various employee bendfit liabilities. Ex. J12; Ex. J14; Perce, Tr. at 4303-04. In April 1987, Dow,
assisted by Lake, initiated a review of COLI as a potertial funding vehicle for Dow’s post-retirement
liabilities. Ex. J58; Lake, Tr. (1/14 am) at 5.

On May 28, 1987, Pierce wrote a memo inviting various Dow enployees to a presentation on
COLI 111, noting that “COLI 111 is a sgnificantly different product than we have previously seen and is
becoming more of an investment than berefit funding mechanism; thus we thought nore financial people
shoud hear about it.” Ex. P5; Falla, Tr. (1/8 am) at 137-40. The proposed transactionsinvolved large
and conplex financial issues, but also addressed liabilities with which Human Resources was familiar.
Nevertheless, because COLI was described as more of an investment than a benefit funding mechanism,
Pierce contacted representatives from Dow’ s Treasury Department. Ex. P5; Falla, Tr. (1/8 am) at 140;
Pierce, Tr. at 4337-39.

That spring, Lake conducted atwo-gep evaluation of COLI for Dow. In step one, he evaluated
Dow’ saccrued pod-retirement benefit liabilities; in step two, he helped Dow evduate COLI asapotertial
funding vehicle for the liabilities. Ex. J55; Ex. J60; Lake, Tr. (1/10 p.m) at 92. Lake made aside-by-side
comparison of the net present value of the benefit liabilities and the projected after-tax cash flows of a
COLI program, even though this was not necessary because the benefit liabilities far exceeded the
projected earnings. Lake, Tr. (1/10 p.m) at 93; Lake, Tr. (1/14 am) at 15-16.

Between June 12 and August 25, 1987, Dow employees heard three presentations on COLI 1.
The June 12, 1987 presentation by Clark/Bardes detalled the then-recent amendment to I.R.C. § 264

which limited interest deductions to $50,000 of policy loans per enployee. Ex. J65. The participants at
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the meeting also discussed future tax law changes, likely insurance carriersfor Dow to consider, and issues
to corsider in the decision-making process. Ex. J65.

On Auwgust 4, 1987, a representative for Management Compensation Group (MCG), a broker,
gave a presentation regarding a COLI product offered by Mutual Benefit Life. Ex. J71. After this
presentation, Dow representatives made two decisions:

1) Proceed with COLI for [approximately] 1200 employees in the MIP

[Management Incentive Program].  This will likely be done through Clark Bardes
with Conn. Mutual since forms that were signed by ermployees contermplate this.

2) The new COLI concept with MCG will be investigated for up to 4 or 5,000
additional employees dtrictly as aninvestment vehicle to take advantage of the tax
arbitrage.

Ex. J71, at A011224; Stip., 1 69.

OnAugust 25, 1987, representatives from Clark/Bardes mede apresentationregardingaproposal
for a Conrecticut Mutual COLI plan covering approximately 1,200 Dow employees. The Connecticut
Mutual COLI product would offer a guararteed dividend formula, guararteed mortality, and a 75-basis-
point spread withthe “[glainto Dow com{ing] fromtax leverage.” Ex. J75, BatesA011212; Burdett, Tr.
at 1492-93. Asnoted above, the “spread” is the difference between theinterest rate earned by Dow on
the money in the policy (i.e., the credited rate) and the interest rate charged to Dow onloans taken (i.e.,
the loan rate).

The next day, the COLI Task Forcewasformed by Errique Falla, Dow’ s Chief Financial Officer,
and Jay Hornsby, head of Humen Resources. Fdla, Tr. (1/8 am) at 142. The COLI Task Force was

chaired by Glenn White, director of taxes and ex-officio member of the finance committee. /d. at 142-43.

The other memberswere Anita Jerkins, anattorney who worked in the tax department on benefits issues;
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William Wales and Janet VanAlsten, attorneys assigned to work with the human resources department;
Pierce; Bill Schmidt, assistant comptroller; and Howard Burdett, assistart treasurer. Stip., 1 70. Falla
provided the Task Force members a“road map” of issues to be addressed before proceeding with a
transaction, consisting of: (1) tax issues, including concernswiththe then-current law and with prospective
legidaive changesto thet law; (2) legal issues, including the question of insurable interest; and (3) financial
issues. Ex. J76; Ex. J77. The COLI Task Force issued a report on September 8, 1987. The report
indicated that “[COLI] is a program that the corporation may find suitable for providing funding for
employee benefit plans or perheps for other general revenue purposes.” Ex. J1218. Accordingto Falla,
the “general revenue purposes’ language was used to give Dow a“little latitude in the event [it] want[s] to
modify aprogam” Falla, Tr. (1/8 am) at 157.
a. Dow’s pre-purchase analysis of tax issues

In examining the tax issues, the tax force recognized thet there are three tax benefits generally
available through the corporate use of leveraged cash vaue life insurance: (1) the tax-free build- up of the
cashvalue; (2) the tax-free payout of death benefits, and (3) the deductibility of interest up to a $50,000
loan cap. The defendant’ s experts acknowledged thet corporations like Dow should take full advantage
of the tax laws to minimize their tax liability and maximize shareholder wesalth. Puglis, Tr. at 5311, 5312;
Hoag, Tr. at 6409-10, 6411, 6414, 6356. Dow’s Tax Department, with the assistance of Lake,
researched and resolved severd tax issues prior to Dow’ spurchasesofits1988 and 1991 COLI, including
evaluatingDow' s options for unwind scenarios if the tax law changed. White, Tr. (/10 am) at 13, 20-21;
Jerkins, Tr. at 462021; J67. On August 10, 1987, Jenkins authored amemorandumto White identifying

potential taxissuesconcerning COL I, including: (1) the qualification of the policy as real life insurance under
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Code Section 7702, and (2) the use of financing mechanismsto pay premiumsinyears four through seven
as potentialy violative of Section 264. Ex. J72 a H00229-H00231; Jenkins, Tr. a 4535-37. White
followed up on Jerkins's mermorandum with a memorandum to Enrique Fallaon August 25, 1987. He
idertified for Falla the primary tax exposure risks of COLI as outlined in Jerkins's August 10
memorandum. White also noted thet Dow should incorporate a suitable cancellation provison in the
contract in case Congress enacted legislation curtailing the tax benefitsof COLI. Ex. J76; White, Tr. (1/10
am) at 1516.

OnOctober 22, 1987, Jenkins again identified the Tax Department’ sconcernsregardingthedesign
of COLI palicies, advising thet if Dow were to proceed withthe purchase of COLI, then several conditions
had to be met, including: (1) satisfaction of Code Section 264 by avoiding characterization as a single
premium policy and complying with the so-called “four-out-of-seven” safe harbor; and (2) satisfaction of
the requirements of Code Section 7702, including qudification as insurance under state law. Ex. J124;
Jenkins, Tr. 4531- 35; White, Tr. (1/10 am) at 31. Gary Lake likewise idertified as risks (1) the use of
partial withdrawals or loading dividends to finance premiuns in years four through seven under Section
264; (2) the definition of life insurance under Section 7702; and (3) the risks of sham transaction
characterizations resulting from aggressive policy features such as policy loan rates above Moody’'s
Corporate Average and the use of arbitrary dividend payments to minimize cashflow. Ex. J60; Ex. J67
at A011245.

Ultimately, White, Lake, and the COLI Task Force were satisfied that they had resolved all of their
issuesfavorably. White, Tr. (1/10a.m.) at 70-71, 73-77. Dow planned to use partial withdrawals instead

of loading dividends to pay premums inyearsfour through seven. Lake, Tr. (/14 am) at 20-21, 92-93.
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Dow representatives were never confortable with the use of unconventional “loading dividends’ for thet
purpose. Withrespect to Section 7702, L ake provided actuarid verificationthat the COLI programs Dow
considered stisfied the alternative mathemetical tess of that section. Lake, Tr. (1/14 am) at 14. Dow
decided that the Great-West policies were not subject to Section 7702A. DesRochers, Tr. at 3564-65.
As for financing premiums with policy loans, Dow rejected the use of enhanced policy loan interest rates
and instead selected Moody’ s Corporate Average as an appropriate policy loan interest rate. According
to Lake, Dow’s sdection of Moody’'s Corporate Average reflected Dow’'s desre to be on the
“conservative side” of the policy loan feature. Lake, Tr. (1/14 am.) at 19, 59-60; White, (/10 am.) Tr.
at 36-38. Onnortality issues, Dow and L ake determined that a COL | product that trued up COI charges
based on actual mortality at the end of each policy year (i.e., aproduct that was 100% experience-rated)
would violate the requirement that an insurance policy transfer risk to the insurer. Lake, Tr. (1/14 am)
at 124, 135. Although Dow and Lake wanted to reflect Dow's favorable mortality experience in the
mortality charges, Dow wanted to avoid a 100% experience-rated policy. Dow aso was mindful of the
shifting landscape intax legislation impacting COLI; the Task Force considered the possibility of legidetive
action that would diminishvarioustax advantages of COLI, particularly the tax-free character of the inside
build-up and the deductibility of policy loaninterest. J77 at A011205; Falla, Tr. (1/8am.) at 149. Whie,
as tax director, monitored pending tax legislation through Dow’ s Washington office, as did Paul Brink,

Whit€' s successor.

b. Dow’s pre-purchase analysis of legal issues
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Among the legal issues explored was whether Dow had aninsurable interest in all of the proposed
insured employees. Jenkins raised the issue of insurable interest in an August 10, 1987 memo to White,
concludingthat a“ corporation has an insurableinterest inthe lives of its officers, directors or managers(key
men); however, the mere existence of the relationship of enployer and ermployee is not sufficient to give
the ermployer aninsurable interest in an employee.” Ex. J72. On October 5, 1987, Kirkland & Hlis, an
outside law firm, advised Dow that it could structure a COL 1 program “so that the policiesissued will not
be void as a matter of public policy due to a lack of insurable interest.” To do so, Kirkland & Hlis
recommended that Dow (1) require all insureds to consert to insurance coverage, and (2) purchase an
aggregate amount of insurance that was proportionate to the perceived potertial liabilities to employees
under all benefit plans. Ex. J107; White, Tr. (1/10a.m.) at 48. MetL ife dso brought theinsurable interest
issueto Dow’ s attention inits response to Dow’s Novenrber 1987 RFP. There, MetLife attached a memo
on insurable interest in large enployee populations from Roy Albertalli, a member of MetLife’'s Law
Department. Albertdlli identified the same issues thet had been raised in Jenkins' s and Kirkland & Hlis's
memoranda.  Ex. J136 at A03870; Ex. J797; Lake, Tr. (1/14 am) at 42; Ryan, Tr. at 1725:7-24.

Since the 1960s, Dow had used a“Hay Point” systemto measure the importance of its ermployees
to the corporation. The systemevaluates and quantifies a job’s content and value on three dimensions:
know- how, problem-solving, and accountability. Falla, Tr. (1/8 p.m) at 18; Pierce, Tr. at 4339-43. In
December 1987, the COLI Task Force met and determined that the insured pool should be limited to
approximately 4,000 employees at 238 Hay points and above, representing a compensation level of
approximately $50,000 or more. Stip.,  75. Promotion to ajob assigned a Hay Point level of 238

reguired a performance review by a Dow Job Evaluation Committee. Falla and White testified that Dow
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requires this thorough review because it haslong recognized 238 Hay Points as the equivalent of a middle
management position; at 238 Hay Points, Dow ermployees became dligible for certain executive benefits,
including stock options and performance incentive awards that were not available to ermployees at lower
Hay Point levels. Falla, Tr. (1/8 p.m.) at 18-21; Ex. J149; Ex. J107; Ex. J132; White, Tr. (/10 am.) at
46-49, 50-51, 52.

The reduction in thenumber of proposed insuredsfromthe 20,000 reflected inthe Novermber 1987
RFP to 4,000 resuited from Dow' s research of Michigan insurable interest law and the advice thet it had
recaved fromMetLife and Kirkland & Hlis. Ex. J107; Ryan, Tr. 1725-26. Falla and White explained
that Dow selected 238 Hay Points asits cut-off for the eligible group of insureds because Dow considered
these employees to be “key enployees.” Falla, Tr. (1/8 p.m) at 18- 19; Ex. J160; Ex. J179; White, Tr.
(/10 am) at 51-52.

In 1987, the COLI Task Forcereceived an opinion fromKirkland & Ellis thet anissue may exist
asto employee consent. Ex. J76; Ex. J107; White, Tr. (1/10 am) a 48. Asaresult, in connectionwith
the Great West COLI program, Dow asked each employee to sign a consent form that constituted an
application for insurance and consented to Dow as owner and beneficiary under the policy. Dykhouse,
Tr. at 2710-11; Ex. J253. Dow initially considered setting premiums at $16,667 per insured, but scaled
back to $10,000 per insured because Dow had been advised by Kirkland & Ellisand M etLife that the
most conservative route to follow with respect to insurable interest was to meke sure the insurance was
commensurate with benefit liabilities. Although Michigan law did not require themto adopt that approach,

Dow followed this advice. Lake, Tr. (1/14 am) at 25-26; Ex. J107; Dykhouse, Tr. at 2726-27.
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Based onthe legal analyses of Jerkins, VarAlsten Kirkland & Hlis, and Roy Albertdli, itsdecision
to limit the insured popuation to its highly compensated niddle and upper managers and professionals,
requiring the consert of insured employees, and sdlectinga $10,000 annual premium, Dow believed thet
it had an insurable interest in each of the 4,051 enployeesit insured in 1988. White, Tr. (1/10 am) at 34,
71, 139. In 1987 through 1989 members of the Michigan I nsurance Bureau did express concerrs about
insurable interest in the merketing of broad-based COLI plansfor all of acompany’ semployees. Bartlett,
Tr. at 5015-16.

In addition, in1987, Dow knew that it could not be the beneficiary of agroup policy and therefore
would not consider companies that only offered group policies. Ex. J1244; Ex. J146; Ex. P446; White,
Tr. (/10 am.) at 43-44; Lake, (1/14 am.) Tr. 40-41, 47. Dow's Great West COLI plan was filed,
issued, administered, and accounted for as a program of individual insurance. Todd, Tr. at 708-09;
Dykhouse, Tr. at 2854.

¢. Dow’s pre-purchase analysis of financial issues

The COLI Task Force also considered and resolved anumber of financial questions, including (1)
whether the internal rate of returnon COLI proposals was acceptable to the corporation; (2) the potertial
disadvantages, both quditative and quartitative; (3) which of the COLI products offered by the carriers
had the best risk/reward relationship; (4) whether Dow should place the COL | policies withmore thanone
carrier to avoid the risk of concentration; and (5) whether the contract language met the requirements to
avoid the recognition of gross assets, liabilities, and expenses associated with the COLI policies for off-
balance sheet financing. Ex. J77 at A011205-06; Falla, Tr. (1/8 am) at 150-51; White, Tr. (1/10a.m)

at 17. The off-balance sheet aspect of a life insurance investment that permits policy loans to be netted
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against the cash value asset on Dow’ s baance sheet apparently was significant to Dow in the context of
its financial ratios and ratings. Falla, Tr. (1/8 am) at 134-37, 150-51. Burdett testified that Dow was
willing to pay up to 100 basis points over its normal borrowing cost to obtain the benefits of off- balance
sheet financing. Burdett, Tr. at 1373-74. According to Lake, Dow’s chief financial concerrs were (1)
selectingthe planthet yielded optimal resuits onaNPV basis; and (2) obtaining aninvestment that matched
Dow’sgod of providingapool of assetsto defray its long-term liabilities while minimizing its short-term
cashoutlay. Ex. J146; Lake, Tr. (1/14 am) at 43-45.

Asa portfolio investment, Dow required rates of returnfor COLI thet were significantly lower than
those for plant investments, and Dow’ s Board typically used an 8% NPV discount rate in its reviews.
Fala, Tr. (1/8 p.m) at 41-42, Tr. (1/9 am) at 19-20. Falla argued that insurance was generally well
suited to achieving Dow’ s long-term funding obligations by optimizing the balance between the NPV of
Dow' s investment and the build- up of funds for pay-out as death benefits in later years. Falla, White and
Burdett all inssted that Dow intended to acquire the policies with a minimum cash outlay, borrow up to
$50,000 per policy, withdraw to basis, and then to accumulate unencumbered cash value in the policies.
Falla, Tr. (/Y9 am.) a 17, 108-09, Tr. (1/9 p.m) at 22-23, Tr. (/8 am) at 133-34; White, Tr. (1/10
p.m) at 21; Burdett, Tr. at 1443; Ryan, Tr. at 1692; Jerkins, Tr. at 4623.

4. Aborted purchase of Connecticut Mutual & Great West policies

On October 2, 1987, the COLI Task Force attended a meeting with Dow’s lobbyist from
Washington, D.C. Ex.J95. Thelobbyist indicated that two proposals were being considered by Congress:
(2) limiting interest deductions to policy loans of $25,000 per employee and (2) disallowing all interest
deductions. 7bid. Thereafter, Dow executed bindersfor insurance coverage with Connecticut M utual and
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Great Wedst on October 6, 1987. Stip, 172; Ex. J104. The Connecticut M utual binder provided coverage
for 20,000 employees and the Great Wes binder provided coverage for 10,000 employees. Stip, 1 72;
Ex. J104. The binders required as a condition of tenporary insurance coverage thet Dow pay Connecticut
Mutual $3,333,400 and Great West $1,666,700. Ex. J109; Ex. J110. White testified that Dow executed
these binders onthe advice thet tax law changes would likely be prospective, and the policies likely woud
be protected from pending legidation that would have diminated severa tax benefits associated with
leveraged COLI. White, Tr. (/10 am) at 24-25. Each policy had an annual premium of $16,667 per
employee. /bid. On October 21, 1987, Dow rescinded its binders with both Connecticut M utual
and Great West and requested the return of the binder premiums paid. Dow had determined thet it was
not yet ready to go forward with its COLI purchese for a variety of reasons, including concerns over
insurable interest and Connecticut Mutual’ s ability to meet Dow’ s expectations. Stip., {1 73. Inaddition,
the legislation that would have curtalled the use of leveraged COLI was not enacted. Ex. J120; Ex. J121;
FalaTr. (1/9am) at 67. White acknowledged that the binders were amstake mede in haste due to fear
of the possible legislative amendments to the tax code. White, Tr. (1/10am.) at 24-26. Immediately
following the rescission of the binders, Dow began a painstaking review of COLI. Dow aso decided to
open U bidding to a wider group of insurance carriers and brokers in order to better evauate the

marketplace. Ex. J128; White, Tr. (/10 am) at 28, 31; Lake, Tr. (1/14 am) at 42-43.

5. Formal RFP
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OnNoverber 5, 1987, Dow sent out a formal Request for Proposal to seveninsurance carriers.
Ex. J127; Stip., 1 74. The RFP required bidders to prepare illustrations based on the following ten
standardized assumptions:

Ages 27, 37, 47, ad 57.
Up to 20,000 employees (assunme 5,000 employees at each age).
36.64% tax bracket.
10.00% loan rate.
7.00% unborrowed crediting rate.
$16,667 annual premium per enployee.
Loans limited to $50,000 per erployee.
@ Agoressive COLI approach (i.e., minimum cash flow).
(b) Traditional COLI approach (i.e., borrow first 3 years, pay next
4 years, no cash withdrawals).
9. Include after-tax cost of outside fees, if any.
10. (3 Mortality based on 60% of the 1960 CSG Table.
(b) Mortality based on 100% of the 1960 CSG Table.
Ex. J127, Bates AO04575. Proposaswere required to provideillustrations with the specified informeation

N~ WD

for each policy year, including after-tax outlay, gross and net death benefit, gross and net cash value, profit
and loss impact, surrender value, and tax liability. Ex. J127, at A004575-76. Theillustrations also were
to show the present value of cash flows at 6%, 7%, 8%, 9%, 12%, and 15% and provide options in the
evert that inside build- up is taxed prospectively or policy loan interest is not deductible progpectively. Ex.
J127, at A004576. Requiring illustrations based on alternative mortality assumptions allowed Dow to
evaluate theimpact of different scenariosfor the timing of death benefits. Lake, Tr. (1/14 am) at 12-13.
L ake testified that he chose 60% of the 1960 CSG Table because he believed at the time it reasornably
approximated Dow’ s nortality experience. Id. at 113. By standardizingthe bid specifications, Dow sought

an “apples-to-apples’ comparison of the differert insurance carriers. 1d. at 12.
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Section |11 of the RFP set forth conditions that Dow required bidders to meet in order to be
considered. Ex. J127, Bates A004576-77. Subsection five required that “[o]nly Dow’s mortality
experience can be used inthe calculation of the prospective cost of insurance or experience rated refund.”
Ex. J127, at A004577. Subsection seven required “[aln unwind provision . . . inthe evert of legislation
adversely impacting COLI during the first year the policy isinforce.” Ibid.

Section |V of the RFP st forthlegal and administrative issuesto be addressed by thebidders. Ex.
J127, at AQ04577-79. Insubsection A, Dow requested a guarantee from the insurance companies thet
“the policy does meet the four out of seventest[] and that it will not be deemed a single premum policy.”
Ex. J127, at A004577. However, Dow later backed away from this requirement.

Dowreceived responsesto the RFP fromseven or eight brokers, representing nine or teninsurance
carriers. Lake, Tr. (/14a.m.), at 43. Thecarriersand brokerswere asfollows: Great Wes, Connecticut
Mutual, and Connecticut Genera, all represented by Clark/Bardes, Amex Life and Hartford Life,
represented by AYCO Corporation; Travelers, represented by AS&K Resources, Mutua Benefit,
represented by MCG Group; Equitable of Colorado, represented by KARR-BARTH; Connecticut
Gereral and MetropolitanLife, represented by Marsh & McLennan;, and M utual Benefit, represented by
Johnson & Higgins. Ex. J146.

On Decenber 16, 1987, Gary Lake sert a memorandum to Glenn White which included charts
summarizing the features of the each of the RFP resporses. See Ex. J146. It also detailed a three-phase
analysis process Lake suggested to diminate carriers from consideration. InPhase |, based on Lake's
understanding thet Dow “does not wart to have significant cash payments,” Lake suggested diminating
“[ c]ompanies not quoting onan* aggressive basis ” and “[ cjompanies requiring large cash outlays even on
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an ‘agyressive’ bass.” Ex. J146, Bates A008880. Lake aso suggested eliminating in Phase | insurance
carriers unwilling to file on an individual policy basis and those carriers not large enoughto handlethe size
of Dow' s puchese. Ibid.

InPhase |1, Dow would compare the net present values of the proposd. Ex. J146, at A00888L1.
Phase |l dso involved decisions by Dow on insurableinterest concerns, “whether Dow is comfortable with
aloan rate higher than M oody’ s Corporate Average,” whet ermployee groups would be included, and the
level of death benefits or premiums per employee. This phase included evaluation of the administrative
expertise of the brokers. Ex. J146, at AO08881. /bid.

Phasel1l would*“ evaluate the remaining carriers fromanumber of different points of view, the most
important of which is the net presert value gain produced by the cashflows.” Ex. J146, Bates A008882.
Phase 111 was afind evauation of the remaining bidders inwhich Dow, with Lake' s help, would consider
a wide range of “qualitative” factors, including financial performance of the proposals and administrative
capabilities of the brokers, legal issues, insurance carriers, and theinsurance policy. /bid. Phase |1l aso
involved requesting thet the bidders consider reductions in chargesand commissions. Lake, Tr. (1/14a.m)
at 48-49, 13-14, 36, 47.

6. Pre-purchase Illlustrations (Pre-tax and After-tax Policy Performance)

L ake recommended the purchase of the Great Wes policy because its quantitative and quditative
results produced a conservative approach that he was conmfortable recommending to Dow. Lake, Tr.
(/14 am) at 4-5. Lake described his role as showing Dow the bad news thet was not included in the

broker’s and insurance company’ sillustrations. 7d. at 10-11. Brokerswere providing proposals showing
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policy loansinexcess of $50,000. However, to be corsideredinthefinal evaluation, they needed to submit
the proposals which capped loans at $50,000. 7d. at 38-40.

Great West was using a 9% credited rate on unborrowed funds in its proposals. Thiswas a
positive feature and would increase inside build- up values on unborrowed funds. Lake, 0114A, 59).
According to Lake, Mutual Berefit was rejected because of its “aggressive” features, which he identified
as enhanced policy loan rates and arbitrary dividends. /d. at 62-63. The cash flow numbered “2” from
the Great West illustration served as the decisionillustration. /d. at 63-64. Lake testified that thedividends
inthe Great Wes policy had a fairly minimal impact. To look at the worse case scenario, Lake looked at
the net policy value gains. Had Congress eliminated any of the tax benefits (inside build- up, death benefits,
or deductibility of interest), the COLI policy woud not performaswell. Therefore, Lake tried to eliminate
some of these berefits in terms of the worse policy performance possble. /d. at 95-98.

The mortality rates used for pricing cost of insurance were differert in Great West's, Muual
Benefit’ sand Connecticut M utual’ sillustrations: they were all using different mortality ratesto pricethecost
of insrance. /d. a 114-115. Low nortality charges woud show better net presert value numbers. 7d.
at 116. InAugust 1987, Gary Lake requested policy illusrations from Mutual Benefit using an aggressive
approach. Lake, Tr. (1/14 p.m) at 240-41. Lake stated that the main concernin looking at illustrations
was the net present value of after-tax cash flow. He aso stated that he would sometimes look at the
cumudlative amount of after-tax cashflows. /d. at 252.

Defense Exhibit 697 is an illustration from Clark/Bardes of the Great West policy cash flows.
Lake, Tr. (1/15 am) at 103. Lake noted that taking withdrawals above basis would help diminate the

(funding) of negative cashflows. Id. at 104. He stated that the purpose of running many illustrations was
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not to try to figure out away around having negative after-tax cash flows and the problem of paying taxes.
Rather, he stated that illustrations were continuing to be produced because they were not meeting whet
Dow had asked for. He further stated that Dow warted to limit loans to $50,000. /d. at 105-08.

Lakedid receive anillustrationwith no cgp on loans and which showed no negative cash flow. Ex.
J294, at GDL65; Lake, Tr. (1/15am), at 129-30. Lakedid not meke any illustrations showing the effect
on Great West. Id. at 138. If Dow borrowed the maximum possible or to the extent of cash value, thet,
by definition, woud produce zero equity. Lake stated that for sone of the yearsthe purpose wasto have
low ret equity. /d. at 142. Evenif anillustration showed significant neggtive cash flows to Great West,
Lake woud not corclude thet the illustration was flawed; he observed that the illustrations were not
guararteed. /d. at 143. Lake wasnot awarethat the Clark/Bardes illustrations were compiled without the
involverment of Great West. Lake, Tr. (1/15 p.m) at 425.

Mel Todd from Great West believed the mortality charges and all the expenses and loans within
the Great Wed policy were properly illustrated when Dow received the illustration when they purchased
the program. Todd, Tr. at 921. Ronald Laeyendecker, aso from Great Wedt, stated thet by signingthe
illustrations, the mortality assumptions were deemed “reasonable.” He did not state that they were
necessarily “accurate.” Laeyendecker, Tr. at 1170-72. Begnning in 1991, Clark/Bardes used Dow’s
mortaity table when running its illustrations. /d. at 1173. Dow evaluated the after-tax cash flows and,
accordingto White, the pre-tax cash flows and found thet boththe after-tax and pre-tax figures produced
a positive cashflow. White, Tr. (1/10 am) at 77. Dow believed that by going with the program offered

by Clark/Bardes onbehealf of Great West, it would receve a $60 million net present value. Id. at 58-60.
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The recommended operationincluded withdrawing cashinthe policy in excess of basisinthe middie years.
Ex. J189, at A012466-67; White, Tr. (1/10 p.m) at 45.

The illustrations from Clark/Bardes for Connecticut General and Great West showed withdrawals
in excess of basis about year twenty through year twenty-six of the policy. Ex. J172, at AO09160; White,
Tr. (/10 p.m.) at 46-47. The memo from Gary Lake states thet “in order to prevent any negative cash
flow, cash withdrawals are taken out above the premiums paid, which would require atax to be paid, but
this does diminate the negative cashflow.” Id. at 45. Althoughoneillustration showed withdrawals being
made in yearsninethrough thirty-one, White said thet only a personwho is“very stupid” would make those
withdrawals. 7d. at 46-47.

Theillustration prepared by Clark/Bardeson Novenber 11, 1988 indicatesthat Dow would take
loansinyears one through three, eight through nine, and eighteen through sixty-seven. White states it was
Dow’ sintent to take loansin years one through three, €ight and nineto reach the $50,000- cap, despite the
fact that the illustration clearly indicatesthat loans woud not be capped at $50,000. 7d. a 51-52. White
indicated thet the illustrations he reviewed were based oninterest and premumborrowings up to $50,000,
borrowing for the first three years and then for the eighth and ninthyear. Theillustrationswere also based
on tax exempt treatment of the inside build-up to create a positive cashflow. Id. at 63.

Exhibit J189 is an illustration from Clark/Bardes which capped loans at $50,000. Whenthe cash
flow is considered against the tax savings frominterest deductions, there is positive cash flow in both the
early part and across the entire life of the plan, even when the benefit of the interest deduction is not

considered:
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Great West lllustration Dated 2-3-88

in1.000’'s
[ nterval Tax Savings Cash Flow Cash Flow Absert Interest Deduction
10yrs $ 44,476 $ 48,816 $ 4,340
20yrs 110,288 125,472 15,184
30yrs 164,210 152,008 (12,202)
40yrs 198,558 194,532 ( 4,026)
50 yrs 211,954 257,732 45,778

See Ex. J189.
7. Decision to Purchase Great West Policy

On March 18, 1988, the COLI Task Force recommended to Fallathat Dow purchase the Great
West COLI paliciesand hire Clark/Bardesto perform administrative support. Stip., 1 76. On April 11,
1988, Burdett provided a“ Resol ution to A uthorize an Expanded Corporate Owned Lifelnsurance(COLI)
Program’ to be placed on the April 14, 1988 agenda of the Board of Directors Meeting The resolution
explaned that “[t] hrough a tax arbitrage between tax-deductible interest on policy loans and nontaxable
internal build-up in the policy, COLI permitsthe Company to build apool of assets available for any future
corporate or employee benefit requirement.” Ex. J204, at A009027. On April 14, 1988, the Board of
Directors gpproved the resolution authorizing the purchese of the Great West COLI plan. Stip., § 77.

8. “Backdating” and Effective Date

Great Wed received a preliminary census for Dow’s Great West programin April 1988, shortly
after Dow’ sBoard of Directorsapproved theresolution authorizingthetransaction, indicating 4,359 eligible
insureds. Michigan law permits an insurer to issue policies taking effect less than six months before the

goplication for insurance provided it does not result in amore favorable premium Mich. Comp. Laws 8
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500.4046. Dow and Great Wes entered into an Application for Insurance on May 9, 1988. The
Common Due Date for individual policies, as defined by the Application, was May 9, 1988.

The specimen policies were delivered to Dow on June 20, 1988. Because of a clerical error,
reprinted specimen policies were delivered to Dow in Novermber 1988. The consent forms were
reconciled with the ligible insureds on October 12, 1988. The final census was 4,051 insureds.

9. Features of the COLI Contract Purchased

Dow’ sGreat West COLI palicy formincludes a base policy, Form X105, and the following riders
and amendments; Form X2, Form X35, Form X 37, FormX92, FormX33CB, and FormX31CB. Stip.,
143.

a. Base Policy

The base policy and the X 2 rider arethe same as in the 1985 Great West COLLI policies. Pierce,
Tr. at 4331. Dow is both the owrer of the 4,051 policies and the beneficiary ertitled to receive death
proceeds. Stip., 44. Policy Form X105, the base policy, isa traditional participating, whole-life policy
called Life at 95 (L-95). Stip., 145. Level annual premiums were payable starting at issue and continuing
to atained age 95. The base policy’ s death benefit, premiums, and cash values were fixed at issue. Mel
Todd, who designed the L-95, stated that the base policy was designed to minimize cash value and
maximize death benefits. Todd, Tr. at 599. Asaparticipating policy, dividendswere determined by Great
West and may be applied to pay premiumns or to purchase paid-up additions of cash value and desth

benefits. Stip., 1146. No partial withdrawals of cash value are permitted under the L-95 policy.
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b. The X-Rider

Dow purchased Form X 2, the Additional Paid- Up Life Insurance Rider (X-Rider), onits policies.
Stip., 147. The X-Rider allowed a policyowner to purchase additional (paid-up) insurance but offered
a different mix of cash value and death benefits without additional expense loads. Stip., 47; Lake, Tr.
(/24 am) at68; Todd, Tr. at 612. The purchase of paid- up insurance increased both the cashvalue and
the death benefit of the policy by an age-based factor determined under I.R.C. § 7702. Stip., 47-48.
The X-Rider was available for purchase in multiples ranging from 2 through 10 times the base policy. Dow
chose the 10-times muitiple option.  Stip., 149. Thus, because the X-Rider’s death benefit is based on
amultiple of cash value, the death benefit increased as the cash value increased. Stip., 149. Unlike the
L-95, the X-Rider was designed to provide the maximumamount of cashvalue and the minimum amount
of death benefits permissible under 1.R.C. 8§ 7702. Todd, Tr. at 612. There were no commissions or
expense charges built into the premium of the X-Rider; instead, the entire amount of the X-Rider premium
was credited to cash values. Id. a 616-17. The expenses and mortdity charges of the rider were
recovered through the interest rate spread. Lake, Tr. (1/14 am) at 69; Todd, Tr. at 616-18, 781.

c. The Term Rider

The Term Life Insurance Option, Form X35 (Term Rider), provided an additional death benefit
for tenyears, or, if earlier, to the paid- up insurance date of the X- Rider, inthe amount of a terminsurance
factor of one, two, or three times the death benefit of the X-Rider. The term insurance factor depended
solely on the issue age of the insured: for ages under 50, the term factor was 3; for ages between and
including 51 and 55, the termfactor was 2; and for ages between and including 56 and 60, the term factor

was 1. Stip, 1155; Ex. J191; Todd, Tr. at 645-48. No additiona premiumamount was required by the
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termrider. Rather, the additional COI was covered by increasing the spread between the policy loan
interest rate and the creditingrate on the X-Rider’ s cash vaue by the same multiple (2, 3, or 4) asthe death
benefit. Stip., 56. The termrider had the effect of reducing the amourt of Dow’ s potentia borrowings
by expending inside build-up onterminsurance. Todd, Tr. at 644-47.

The purpose of the Term Rider was to reduce the impact of proposed Financial Accourting
Standard (FAS) 96, initidly to become effective on January 1, 1989, by converting cash value into
immediate death benefits. 7d. at 644-45; Ex. J191; Lake, Tr. (1/14 am.) a 72; McGill, Tr. at 5473-74.
FAS 96 would have required a corporate owner of life insurance to record a deferred tax liability on its
financial statements equal to the tax on the inside build-up as if the policy were surrendered at the end of
the year. Ex. J191; Lake, Tr. (/14 am) at 73; Todd, Tr. at 644. When FAS 109, Accourting for
Income Taxes, was implemented, it superseded proposed FAS 96; therefore, FAS 96 was never
implemented. Ex. J191; Lake Tr. (/14 am.), at 73. In 1997, the Term Rider was extended for tenyears.
Stip., 1 55.

d. Paid-up Insurance Amendment

The Paid- Up Lifel nsurance Amendment, Form X 37, modified the paid- up insurance benefit of the
X-Rider so that coverage woud continue with the cash value and death benefit computed in the same
manner as before the policy went paid-up. Stip., 50. Thisrider applies only to the X-Rider. Lake, Tr.
(/24 am) at 70-72. The Paid-Up Life I nsurance Amendment allowed Great West to continue to adjust
the loan interest goread once the rider became paid-up instead of, as required by the rider’ s provisions,
paying a dividend. Laeyendecker, Tr. at 1328; Sayre, Tr. at 5472-73; Ex. J191, at A005981.

e. Modified Cash Surrender Benefit Rider
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Because the L-95 policy had no cashvalue in the first year and low cash values in the early policy
years, the Modified Cash Surrender Benefit Rider, Form X33CB, provided enhanced early year cash
surrerder values for the L- 95 base policy by deferringcertain expenses(commissionsand certain merketing
overrides) so that cash value could accumulate in year one of the policy. Stip., I 51; Todd, Tr. at 868.
Under Form X33CB, the L-95 base policy had a first year cash value equal to 90% of the premium
Todd, Tr. at 597. A non-commissionable single premiumof $15.38 per policy was assessed for the rider.
Therider had the effect of deferring commissions onthe base policiesfor three years. 1d. at 696-98; Lake,
Tr. (/14 am), at 71; Ex. J191. Ultimately, Great West stripped the commissions out of the product.
Sayre, Tr. at 5476-77. The rider also improved the impact of the policies on Dow’ s profit and loss
statement, because without therider, Dow would have had to record premiumexpenses onthe L-95 base
policy without an offsetting entry for the increased cash value. See Stip, 150. Nether the Pad-Up Life
Insurance Amendment (Form X37) or the Modified Cash Surrender Bendfit Rider (Form X33CB)
incressed Dow’s ahility to the leverage. Lake, Tr. (1/14 am) at 72.

f. Partial Withdrawal Provision Amendment
The Partial Withdrawal Provision Amendment, FormX31CB, allowed one partial withdrawal per
year fromthe X-Rider beginning inthe second policy year and before the X-Rider became paid up. Stip.,
1152. Theamount of the partia withdrawa was limited by theamount of unencumbered cash value at year-
end. Laeyendecker, Tr. at 1220-21; Ex. J1147, at CBTX020204. The purpose of the Partial Withdrawal
Rider was o allow the policyholder to withdraw cash value fromthe X-Rider while maintaining the same
death benefit for a certain period. Todd, Tr. & 597, 691-93. Thus, the amendment provides that for each

withdrawal in years two through seven, the death benefit just prior to the withdrawal was maintained for
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the term of the amendment. Stip., 153. After the seventh year, the death benefit was reduced by the
amount of the prior withdrawals. 1nthe absence of the amendmernt, the reduction in cash value fromthe
partial withdrawal would have lowered the tota available death benefit, which could have caused adverse
tax consequences under |.R.C. 8 7702, the section of the code which, essertially, distinguishes cashvalue
insurance contracts, which enjoy thefavorabletaxtreatment discussed herein, fromannuity contracts, which
are treated less advantageoudly under the tax code. Todd, Tr. at 597, 691-93. Form X31CB was
extended through the fifteenth policy year to maintain compliance with1.R.C. 8§ 7702(f)(7). Stip., 1 53.
The chargefor a partia withdrawal was 2.5% plusthe state premium tax rate times the withdrawn amourt.
Stip., 154. The 2.5% charge wasintended to cover the cost of insuring the additional net amount of risk
created by meaintaining the higher death benefit following the withdrawal. Laeyendecker, Tr. at 1103-04.

This combination of riders and amendments was unique to Dow; Great West did not sell this
particular product toany other customer. However, Dow’s Great West COLI policies were part of apool
of participating policies in which all of the policy owners shared in the mortality experience of the overall
pool. Todd, Tr. at 599; Laeyendecker, Tr. at 1042-43.

10. Payment of the Premiums

Each of the 4,051 Great West COL | policies required a premum of $10,015 in the first policy
year: $932 for the base policy, $9,068 for the X-Rider, and $15 for the Modified Cash Surrerder Benefit
Rider. Stip., 184. Inpolicy yearstwo through nine, each Great West policy required a$10,000 premium:
$932 for the base policy and $9,068 for the X-Rider. In policy years 10 and later, premiuns were only

required to be paid onthe base policy. Stip., 185. Premiumsfor the X-Rider were projected to stop after
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the ninth policy year because Dow would “voluntarily” stop paying premiums, causing the rider to enter
non-forfeiture satus and allowing the rider to be treated as “paid up.” Sayre, Tr. at 5572-77.

Inthefirst twelveyears, the tota amount of gross premiums under Dow’s Great West programwas
$373,400,000. Dow took policy loans totaling $50,000 per policy to pay premiumsfor the first, second,
third, eighth, and ninth policy years. Dow took partial withdrawals to pay premiumsin the fourth through
seventh policy years. As aresult of the payment offsetsinthe form of policy loans, dividends, and partial
withdrawals, Dow only paid $56,893,000, or 15.2%, of the gross premium amount in cash. 1bid; Ex.
D813.

a. Policy Loans

The Great West COL I palicies allowed Dow totake policy loans using the cashvalues of the L-95
base policies and the X-Rider as collateral. Stip., 157. The maximumloan value was equal to the end-of-
year cash value (induding premiums deemed paid in simultaneous netting transactions on the policy
anniversary) less the loan interest payable to the end of the policy year. Ex. J1147, at A020188;
Laeyendecker, Tr. at 1221; Todd, Tr. at 625-27, 637-38, 892-99. Policy loans and repayment of loans
werefirst applicable to the X-Rider, unless otherwise specified by the policyholder. Stip., 58. None of
Dow’ sloansfromGreat Wes reduced policy cash values or the amount of interest credited to policy cash
vaue See Ex. J1147, at CBTX020188. The credited rate on the Great Wes policies was the same for
both borrowed and unborrowed funds. Great West’s computer system was not capable of assigning
different crediting rates to the borrowed cashvalue on one hand, and cashvalue thet remianed inthe policy

on the other.
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Each of Dow's loans from Great West required the annua payment of interest in arrears on the
policy amiversary. Stip., 1 308. Failure to pay interest resuited in the interest being “added to the loan
and [] bear[ing] interest at the loan interest rate.” Ex. J235, at 10. Each loan from Great Wes that was
outstanding upon termination of the policy was repaid as an offset againgt death benefits or againgt the
amount payable upon the full surrender of the policy. Ex. J235, at 11; Ex. J1147, at CBTX020189;
McGill, Tr. at 5153-54, 5324. Dow hed the right to pay off each of its policy loans, or any part thereof,
at any time. Ex. J235, at 11.

The maximum variable policy loan interest rate under Dow’s Great West COL | policies wasthe
greater of (1) the Moody’s Corporate Average for the caendar year ending two months before the
beginning of the policy year or (2) the rate used to compute the cash surrender values under the policy
during the applicable period plus 1% per annum. The loan interest rate was determined at the beginning
of each policy year and was guaranteed for all loans outstanding in thet year. Stip., § 59.

b. Partial Withdrawals

Asstated above, the Partial Withdrawal Provision A mendment allowed one partial withdrawal per
year from the X-Rider, limited by the amount of unencumbered cash value a year- end, beginningin the
secord policy year and before the X-Rider became paid-up. 1t was both the opinion of Mel Todd, former
Great West Vice President and Actuary, and Great West's formal position, thet the partial withdrawal
shoud not be performed in a netting transaction.  An internal Great Wes memorandum stated that
“[p]remiums must be credited to the X-Rider cash value first in order to have enough cash value to do a

partial withdrawal. The money will then come out of the policy as a partial withdrawal. Premium payment
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Isalso importart to clients who wishto leave a paper trail of premium payments.” Ex. J191, at A005983;
Todd, Tr. at 842, 849-50; Burdett, Tr. at 1623, 1625-26; Ex. J424, at AO06356.

Dowtook partial withdrawals to cover the premiuns for policy years four through seven, inclusive.
This procedure wasdifferent fromDow’s 1985 Great West COLI polices where Dow paid the premiums
in cash in years four through seven. The partial withdrawal transactions were dructured to occur on
separate days in athree-step transaction: (1) Dow sent a check for the full premium by overnight mail to
Great West on May 8, (2) Great West received and deposited the check on May 9, and (3) after the
premium check cleared onMay 10, Great West wired the partial withdrawal to Dow. Todd, Tr. at 849;
Burdett, Tr. at 1622-25; McGilll, Tr. at 5155-56; Ex. J448.

¢. Loading Dividends

Great West determined thet the use of aloadingdividend structurewasaninappropriate mechanism
to pay premiuns in policy years four through seven because the dividend formulas did not follow industry
norms and practices or actuarial standards. Dow’s Great West COL | policies did not provide for loading
dividends.

11. Calculation of Mortality and COI

The COl for the X-Rider was paid through the spread — the difference between the interest rate
charged on borrowed funds and the amount credited on policy cash value. The annual COI chargeswere
calculated based on actuarial data intended to reflect Dow’s actual mortality experience, using Great
West’ s proprietary 1982 Asset Share PricingM ortality Table, adjusted to reflect Dow’ s actual experience
as measured by analyzing the medical clains of a portion of the proposed insured group. Based on this

information, Great West inttialy set the spread for the X-Rider at 100 basis points, and provided that it
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could be adjusted up or down to reflect Dow’ s actua experience going forward. In actudlity, Dow’s
mortality experience was nore favorable (i.e., Dow experienced fewer enployee deaths) than anticipated,
resulting in a reduction of the spread. But this was done on a prospective basis. There was no
retrospective adjustment — or refund of excess COI — paid by Great Westto Dow a year end. Dividends
were paid, but only in accordance with the experience of the entire pool of policyholders of par policies
in conformity with industry practice.

12. Actual Performance of the Policies

Dow and Clark/Bardes entered into an Administrative Services Agreement for Dow’ s Great West
COLI programonMay2,1988. Stip., 193. The Administrative Services Agreement outlined the services
previously rendered and to be rendered by Clark/Bardes in relation to Dow’ s Great West COL | policies.
Stip., 193.

Clark/Bardes provided Dow with various initid, ongoing, annud, and consulting services The
initial services included (1) ectronicaly storing Dow’ s demographic data, (2) recommending adternative
funding mechanisms for the purchase of Dow's Great West COLI policies, (3) preparing cash flow
analyses with varying tax brackets for the final funding design, (4) preparing projected profit and loss
impact analyses in accordance with FAS 96, (5) consuting with Dow on potertial tax law changes, (6)
illugtrating modifications to the plan design and objectives, and (7) assgting in the selection of the
appropriate lifeinsurance carrier. Ex. J229, at A0O08486-87. The ongoingadministrative servicesinclude
(1) processing death claims, (2) inventorying policies on terminated participants, (3) furnishing any
informetion requested by Dow regardinglife insurance policies, and (4) interacting with outside counsel and

auditors, if necessary. Ex. J229, at AO08487. Onanamual basis, Clark/Bardes woud (1) review |.R.C.
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8 264 prior to Dow’ s billing date, (2) prepare supplementd billing statemerts illustratingwhich premiuns
to pay or borrow, (3) prepare cash value reports, and (4) prepare revised cash flow and profit and loss
projections reflecting changes in the status of the plan. Ex. J229, at A008488. Clark/Bardes agreed to
perform the following consuiting services. (1) review new product enhancements on existing policy
contracts, (2) review changes in tax laws or proposed tax laws that could impact Dow’s Great West
COLI, and (3) review with Dow' s accountants changes to Dow’s COLI plan that would be favorable.
1bid.

Under the terms of the Administrative Services Agreement, Dow agreed to pay Clark/Bardes an
intial adminigrative fee of $800,000, payable six months after the policy date. Dow also agreed to pay
Clark/Bardesan additional administrative fee of $2 millionif the policies were till in force at the end of the
thirtieth month and an ongoing administrative fee of $40 per policy on the actual number of policies
renewed eachyear. Stip., 194. Clark/Bardesreceived conmpensation from Great West as commissions
for serving as broker onDow' s Great West COLI purchase. Stip., 1 95.

The table below reflects Dow’ s operation of its Great West COLI policies:

Great West Cash Paynment - Aggregate (In Thousands)
Y ear Premium | Policy Loan | Policy Loan | Dividend | Withdrawal | Dow Cash

Interest Payment
5/9/88 $40,582 $38,866 0 0 0 $1,717
5/9/89 $40,470 $38,021 $3,827 0 0 $6,276
5/9/90 $40,440 $40,440 $7,594 0 $1,751 $5,842
5/9/91 $40,360 0 $11,278 0 $45,149 $6,489
5/9/92 $40,300 0 $10,934 0 $44,878 $6,356
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5/9/93 $40,160 0 $10,185 0 $42,912 $7,434
5/9/94 $40,090 0 $9,308 0 $45,185 $4,213
5/9/95 $40,050 $44,240 $8,576 0 0 $4,387
5/9/96 $39,880 $39,751 $13,570 0 $7,290 $6,409
5/9/97 $3,702 0 $14,442 $3,685 $12,343 $2,116
5/9/98 $3,689 0 $15,024 $3,169 $12,616 $2,925
5/9/99 $3,677 0 $13,709 $1,122 $13,667 $2,597
5/9/00 $3,661 0 $13,539 $1,228 $13,054 $2,919
TOTAL $377,062 $201,317 $131,986 $9,203 $238,844 $59,679

See Stip., 1 92.

In 1996, the policies went into “paid-up”status. At thet time, the death benefit became level.
J1147, at CBTX010198.

The financial performance of the Great Weg policy was very disappointing to Dow, primarily
because of itsfavorable mortality experience. For instance, between 1989 and 1997, Dow expected 266
deaths based on the mortality table used inthe RFP. However, it experienced only 79 deaths Great West
hed used pricing dataprojecting 216 deaths over the same period. The result was that Dow received $35
million less in death benefits than Great West projected. Dow’ sprojected net annual after-tax cash flow
was a positive $26 million. The actual after-tax cash flow to Dow was a negative $4 million.
Laeyendecker, Tr. at 1067-69. Dow’ sreactionwasmotivated by its strong belief that it was overcharged
for COI. Infact, Fallawas “outraged” because the mortality of Dow was lower thanthe projections. Dow
expected Great West to “come up to the plate’ to meke up a portion of thet difference. Falla, Tr. (1/9

am)at 111-116. Representatives met on January 31, 1991, and according to amemo fromthe meeting,
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JA04, the purpose was to anayze Dow’ s cunrulative mortality experience to date compared to what Great
West and Clark/Bardes orignally expected. According to the Great West representatives, “ Our objective
will be to adjust the policies to nore accurately reflect your current and ongoing mortality and, thus, create
arevised financial projection.” Id. at 115.

Great Wed did, infact, mekeadjustments. For ingance, the goread for COLI policies, other than
Dow's, was being increased to 1.25% due to the DAC tax, but Dow’s spread remained at 100 basis
pointsfor 1991. Todd, Tr. at 965, 1012. TheMarch22, 1991 memo from Clark/Bardes(J416) indicates
that “Great West is willing to reimburse Dow most of this unexpected gain” from favorable clains
experience. Falla tedtified that this adjustment was on a “prospective basis.” Great West woud
“reimburse” through “amgjor reduction in the crediting rate spreads betweenthe interest rate Dow hason
the borrowed funds and the rate credited by Great West to these borrowed funds.” Falla, Tr. (1/9 am)
at 116-17. Thereafter, “Dow’ s actual mortality experience may be used inthe calculation of the X-Rider
interest goread which is used to recover cost of insurance.” Ex. D94, at A012184; Falla, Tr. (1/9 am.),
at 120. Inthe unlikely event that Dow’s actual death claims woud continue at a level much lower than
expected, Great West woud (1) lower interest rate spreads, including using a negative interest spread, or
(2) pay higher dividends onthe base policy. Ex. J432; Falla, Tr. (1/9 am) at 123-24.

Great West reduced the spread on the X-Rider below 100 basis points, evento aslow as 25 basis
points one year. In 1997, it released $4.5 million to divisible surplus and paid it to Dow as a dividend.
However, this decision was driven by a belief thet a reserve that had been set aside in the participating
account had become “redundant,” and was no longer needed to cover the risk in connection with Dow’ s

policies.



The government pointisto Dow’ s strongly-worded demands for a “refund” as evidence that Dow
expected —and intended — some true- up mechanisminmortality pricing. However, based onthe testimony
and exhibits, the Court is convinced that Dow was protesting whet it believed was an overcharge on the
mortdlity risk fromthe beginning of the arrangement. Dow was protesting pricing, not performance. Dow
was not seeking to cancel its nortality bet and back out of the game. Rather, it was complaining that the
game was rigged fromthe outset. Thet, essentidly, isthe difference between the risk- eliminating “true-up”
mechanism used in the MBL policies in AEP and CM Holdings, and the prospective odds-improving
mechanism in the Great West policies. In the former, past risk was eliminated. Inthe latter, future risk —
still extant — was managed.

The government argues that when the X-Rider spread wasreduced below the level necessary to
cover prospective COI for the coming year, it amounted to arefund of the prior year’ s mortality charges.
However, this mechanism still was subject to the risks attendant to projecting future mortality experience,
albeit reduced. There was no retrospective “trung-up” mechanism built into the Great West policies.

G. Dow’s Purchase of MetLife Policies
1. Business Purpose and Change in Michigan Insurable Interest Law

On December 1, 1990, the Michigan Legislature passed Public Act 349, amending Section 2210
of the Michigan Insurance Code, Mich. Comp. Laws § 500.2210. The new datute recognized an
employer’s insurable interest in the lives of its officers, directors, management, non-management, and

retired employees, subject to the employee’s consent.? Ex. J564. For norn-management and retired

2 Section 500.2210 of Michigan' s Insurance Code provides that
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employees, theinsurable interest is limited to a level commensurate with the employer’ sproj ected unfunded
berefit liabilities.

Because of the law change, Dow beganin 1991 exploring an expanded COLI program Stip. 1
96. Another COLI Task Force was gppointed by Fala in June; the members of the 1991 COLI Task
Force were Burdett, who was the chair; Pau Brink, head of Dow’ s corporate tax department; Anita
Jerkins, attorney in the tax department; Loren Pierce, corporate compensation and benefits; K evin Rowe,
accounting, VanAlsten, legal; and Heino Zell, head of humanresources. Stip. 198. Gary Lakewasagain
hired as the Task Force’ s actuarial consultart. Stip. 198. Because four of the members (Burdett, Jerkins,
Pierce, and VanAlsten) of the 1991 COL | Task Force participated in 1988 and were already familiar with
COL, the process concluded with signed agreements in about six months. Because the tax law had not
changed and Dow’ 1988 analysis of the tax issueswas viewed as correct, little work in the legal area was
necessary for the COLI Task Force. Brink, Tr. at 2395-97.

Dow’s urfunded retiree medica liability in 1991 was still estimated at over $1 billion NPV.

However, as of 1990, Dow was in Alternetive Minimum Taxpayer (AMT) status. Asan AMT taxpayer,

[ n] otwithstanding any other section of this act, an employer or a trust has aninsurable
interest in, and may, with the written consert of the insured, insure on an individual or
group basis for its benefit the lives of the employer’ s directors, officers, managers,
nonmanagement employees, and retired employees. An enployer or atrust may insure
the lives of the enmployer’s nonmanagement enployees and its retired enployees only if
those persons give written consert to be insured and the coverage is limited to an
amount reasonably commensurate with the employer’ s projected unfunded ligbilities to
nonmanagement and retired employees for enployee benefit plans, calculated
according to accepted actuarial principles. Anemployer shall not retaliate in any
manner against an employee or aretired enployee for refusing consent to be insured.

Mich. Comp. Laws § 500.2210 (1991).
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seventy-five percent of the otherwise tax- exermpt inside build- up of interest, withdrawals, and death benefits
wereincludablein alternative minimumtaxable income in those years under the A lternative Current Earnings
adjustmentsin I.R.C. 8 56(g). The value of the interest deduction was aso reduced from the illustrated
34% corporatetax rate to the AMT rate of 20%. Dow emerged fromAMT statusin 1995 and recovered
$22 million in adjustments.

The 1991 COLI Task Force received presentations on August 25, 1991 by Great Wes, MéetL ife,
Hartford Life I nsurance Company, and CIGNA. Based onperformance of the Great West policies, Dow
determined it wanted its actual mortality reflected in these new policies whilestill mantaining sometype of
transfer of risk. Following the presentations, the Task Force compared the economics of the proposals
submitted.

2. Pre-purchase lllustrations

Following the August 1991 interviews, Clark/Bardes and Lake obtained illustration from several
carriers enabling Dow to compare the “policy economics’ of the various proposals. Burdett, Tr. at 1425-
26. On Septerrber 23, 1991, Lake received from Clark/Bardes a“Carrier Analyss’ including two sets
of projections for the MetL ife plan, titled Scenario 1 and Scerario 2. Id. at 1427-29; Ex. J523. Scenario
1 was based ona payment strategy of capping loans at $50,000, thereby requiring Dow to contribute cash
to the plan after the period of withdrawals to basis. Scerario 2 wasbased onan uncapped loan strategy,
requiring Dow to contribute only minimel cash to the plan after the period of withdrawals to basis The
analysis showed the undiscounted cash flows, net present values at 8% and 12%, and internal rates of

return for both scerarios. Ex. J523. Burdett gated that the economics of the Scenario 1 was more

-57-



appropriate because it had larger undiscounted cash flows projected to occur principally in the later plan
years. Burdett, Tr. at 1428-29.

From August 6, 1991 to October 9, 1991, Winkelvoss Consuiting, Inc., an outside service with
whom M etLife had contracted, ran several cash flow and earnings illusrations of the M etLife programfor
Dow using a variety of assumptions, including loans capped at $50,000 and maximum loans beyond the
$50,000cap. Yau, Tr. a 2178; E.g., Exs. J628, JB56. Thefind two pre-purchaseillustrationswerethe
Case 23 and Case 24 illustrations.

Case 23 capped loans at $50,000; it represents anillustration for one person, age 40. Ex. J557.
It reflected premium payments of approximetely $10,000 each year for thefirgt eight years with borrowing
inthefirst three years (totaling about $30,000), no borrowing for the fourththrough seventhyearsinclusive
(but partial withdrawal of approximately $11,900 each year), and borrowing inyears eight through eleven
indusive until the $50,000 cap isreached. Ex. J557. Partial withdrawals cortinued inyearseleventhrough
eighteen, inclusive. Ex. J557. Theillustration calculated et present value at discount rates of 7%, 8%, and
12%. Ex. J557.

Case 24 did not cap loans at $50,000. Like Case 23, it represerted anillustration for one person,
age40. Ex. J557. Itreflects premium payments of approximetely $10,000 per year for thefirst eight years
with borrowing in the first three years (totaling about $30,000), no borrowing the fourth through seventh
years indusive (but partial withdrawals years three though seven inclusive totaling about $48,000), and
borrowing in years eight through fifty- nine inclusive, totaling about $280,000. Ex. J557. The illustration

provided for the net presert value calculations at 7%, 8%, and 12% discount rates. Ex. J557.
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Case 23 provided for anincreased unborrowed crediting rate of 8.75% after policy year seventeen.
In contrast, Case 24 provided for a crediting rate of 5.5% in all years. Ex. J1274, at A013568. These
cases also reflected a 2.2% retention rate negotiated between Dow and MetLife. 7hid. Dow states thet
because it was itsintertionto cap loansat $50,000, the Board of Director’s decision was based on Case
23, not Case 24, because the net present value was higher and the payoutson a year-by-year basiswould
come inthe later years Lake, Tr. (1/14 p.m), at 173-78; Ryan, Tr. at 1692; Burdett, Tr. at 1443.

Exhibit J550, a letter from John Ryan of MetLife to Gary Lake dated October 8, 1991, contains
the Case 23 illugration which shows the policy performance over the full 60 years. When the cashflow
is considered against the tax savings frominterest deductions, there would be negative cash flow without
the tax deductions urtil later in the plan. The overall plan performance, however, would be positive even
without the loan interest tax deductions.

MetL ife “Case 23" lllustration

[nterval Tax Savings Cash Flow Cash Flow Absent Interest Deduction
10yrs $ 10,032 $ 6,559 $ (3,473)

20yrs 25,358 11,809 (13,549)

30yrs 39,112 1,538 (37,574)

40 yrs 49,308 47,781 (1,527)

50 yrs 54,155 172,593 118,438

60 yrs 55,020 268,282 213,262

See J550.

3. Decision to Purchase MetLife Policy
The COLI Task Force met in Septermber 24, 1991 and selected MetLife asthe carrier and Ayco
as the adminigtrator for the 1991 COLI policies. In Burdett’s letter to MetLife on October 1, 1991, he

dtated that “it is important to Dow thet this COLI program be up and running by January 1, 1992.” Ex.
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J536. The next day, Dow' s Treasury Department submitted a board resolution seeking authorization to
purchase the MetLife COLI program The memorandum accompanying the resolution stated thet the
MetLife program“works by using tax arbitrage between tax-deductible interest on policy loans and the
non-taxable build-up of premiumincome and dividends.” Ex. J543, at A010266. The description of the
COLI programstated that approximately 17,800 salaried full-time U.S. employeeswould be covered with
average earnings impact and cashflow of $10 million per year after year three and no start-up lossesinany
year. Ex. 643, at A010267. The description further stated that the program woud have a$200 million
NPV at an 8% discount rate. Ex. J543, at A010267.

OnOctober 9, 1991, Dow’s Finance Committee met and discussed the proposed MetLife COLI
program which included a dide presentation by Burdett. Burdett, Tr. at 1430-31. After Burdett's
presentation, the Finance Committee unanimously approved the purchase of the MetLife COLI program
The next day, Dow’ sBoard of Directors approved the resolution. The COLI purchase was approved for
thefollowing Dow subsidiaries: DORINCO; Liana Limited; Admira Equipment Company; Essex Specialty
Products, Inc.; DowBrands Inc.; FilmTec Corporation; Boride; and DCOMCO. Stip., 1102. The
features of the policy purchased later were outlined in a Memorandum of Undersanding (M OU) which
modified the terms of the insurnace cortract.

4. Decision to Add Union Employees

The 1991 COLI programwasinttidly limited to slaried employees. Asan incentiveto consenting

to be covered under Dow’s COLI program, Dow offered the beneficiaries of each participating salaried

employee a $5,000 death benefit and the beneficiaries of each former sdaried employee a $2,500 death
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benefit. Stip, 11107. Thisdeath benefit would also be offered to employees covered under the Great West
COLI program Ibid.

By Decenber 20, 1991, the census on the salaried enployees was conplete and 15,422
employees had consented.  Ex. J629, at A013400-01; Burdett, Tr. at 1461. Dow's hourly union
employeesin Dow’s Michigan Divison dso asked to beinduded inthe COLI program and Dow agreed.
Burdett, Tr. at 1463; Ex. J623; Ex. J618, at HO00332; Stip., 1 106. For the hourly employee-insureds
who consented to participateinthe MetLife COL | program, the beneficiaries would receive $4,000 degth
benefits for currert hourly employees and $2,000 for beneficiaries of former hourly enployees. Stip., 11
107.

The approximately 2,000 hourly union employees were included in the original authorization for
17,800 because the salaried employees conserting wasless than 15,800 at the time and because it would
be easier administratively to include them in the original program  Burdett, Tr. at 1463-64; Ex. J623, at
A009332; Ex. 618, a H000332; Ex. J620, & HO00333; Ryan, Tr. at 1824-25. MetLife issued a
separate group policy for the hourly employees and agreed to conbine the experience of both policies for
the purpose of experience rating and apply the M emorandum of Understanding (M OU) to the new policy.
Ex. 3627, at A013041-42; Ryan, Tr. a& 1824-25. The consent formswere mailed on or about December
30, 1991 and the census was conpleted in April 1992 with 1,641 employees consenting. Ex. J632, at
B010972; Burdett, Tr. at 1465; Ex. J661; Ryan, Tr. at 1698-99.

5. Features of the MetLife Policy
MetLife issued Dow two MetL ife Eight Pay Group Permanent Life Policy Forms G.2332 on the

lives of 17,061 Dow enployees. Stip., 1 109. Policy number 34181-G was issued on the 15,420
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nonunionemployeesand policy number 34406- G wasissued onthe 1,641 union employees. Stip., 11104,
106. The permanent life policies covered the insureds for the remainder of their lives, as opposed to a
specific termor number of years. Yau, Tr. at 1977. The policies were owned by Dow and Dow wasthe
beneficiary of the death proceeds under both policies. Stip., 1 110.

The policies required Dow to pay eight level annual premiums of $10,000 for eachinsured. Stip.,
1 111. After the payment of eight amual premiums, the policies were considered paid-up, and no
additional premiuns were due. Stip., 1114. The MetLife policies required the payment of the gross
premiumto maintain the scheduled level death benefit, which was based on the age of theinsured. The
age-based factor was designed to comply with IRC Section 7702, which prescribes the minimum
permissible ratio between death benefits and cash value. DesRochers, Tr. at 3345-46. Under the terms
of the MetL ife policy, failure to pay the annual premiums would cause the policies to lgpse, subject to the
norforfeiture provisions of the policy. The policies provided certain nonforfeiture options in the event that
the stated annual premiuns were not paid and the policy had unencumbered cashvalue. Stip., 1 118.

MetL ifemaintained an accumulation fund for each of Dow’ sinsureds. Stip., §112. Foreachgross
premium paid by Dow, MetLife credited the accumulation fund of the individual insured with the gross
premium less an expense charge of 2.057% for state premiumtaxes. Stip., 1113, Interest earned was
also credited to the accumulation fund while cost of insurance charges, expenses charges, and partial
withdrawals were deducted fromthe accumulation fund. Stip., 112.

Although Dow’s COLI policy was written on a group policy form, it was MetL ife' s position thet
the Dow COLI program was a series of individual policies which were administered as a collection on

individual insurance contracts with the premiums, COI, cash values, loans, withdrawals, policy values, and
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charges computed separately in each insured’s accumulation fund. Ex. J483, at 010326; Ex. P85, at 2;
Burdett, Tr. at 1422-23; Ryan, Tr. at 1744-45; DesRochers, Tr. at 3565, 3566; Ex. J499.

On December 20, 1991, Dow and MetLife signed a Memorandum of Understanding (MOU),
referenced above, dated December 18, 1991 in conjunction with the policies which set forth the
administrative and technical detalls of how the policies were intended to operate, including adjustments to
COl, retertion charges, the credited rate, experience rating, and the unwind provison. Stip., 1105; Ex.
J580; Rogelski, Tr. at 2526; Lake, Tr. (1/14 a.m.) at 146-47. Dow and MetLife also signed an agreement
that MetLife would provide additional specialized servicesto Dow withrespect to the MetLife COLI plan.
Stip., 1 105.

Similar to universal life products, all the costs of Dow’ sMetLife COLI policies, suchas COl ad
expense charges, were transparert to Dow. Dow was aware of four explicit costs associated with the
MetLife program (1) a2.057% load for premiumtaxes, (2) the COl, (3) the spread between the loaned
and credited interest rates, and (4) a 2.2% retention charge. Ryan, Tr. at 1742-43.

6. Cost of Insurance, Dividends and Mortality Charges

Based ontheraese forthinthe MOU, MetLife calculated the COI for each individual employee
based on his or her age and net amount of risk. Theindividual COI charges weretota ed to determine the
aggregate amount owed by Dow. Yau, Tr. a 2062-63. In response to Dow’ s request, MetL ife agreed
to adecremental spread betweenthe loan rate and the credited rate, Sated as followsinthe MOU: (a) 25
basis points on the first $800 million of outstanding policy loans, (b) 20 basis points on thenext $800 million
of outstanding policy loans, (c) 15 bags points on the next $800 million, and (d) 10 basis points for the

policy loans over $2.4 hillion. Ex. J580, at CBI260.
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TheMOU detailed the dividend calculation and experience rating process which applied to Dow’ s
MetLife COLI program and was to be conducted every October. Ryan, Tr. at 1785. The formulae,
provided in Attachment 3 to the MOU, were based on Dow’ s mortality experience and applied for all
policy years; they could not change absent mutual agreement of the parties. Ryan, Tr. at 1743-44, 1789,
Bartlett, Tr. at 4746-48; Ex. J580, at CBI261. Inyearsin which the COI charges were greater than the
death benefits, Dow was entitled to a dividend in the amount of the cumulative COI charges, less the
incurred claims (cumulative daims plusthe change inthe IBNR® clains), lessthe retention charge of 2.2%.
Ex. 3580, at CBI264. The entire amount of the dividend was accessible to Dow and could be encumbered
witha policy loan or withdrawal. Rogalski, Tr. at 2533-34.

The COI charges were adjusted in a manner thet reflects both retrospective and prospective
componernts, but once again there was no fully retrospective true- up mechanism which eliminated the risk
associated with the prediction of mortality rates. For instance, the MetLife policy did not contain an
imbedded margininthe COI charges to cover potertialy volatile experience, Yau, Tr. at 2364; Rogalski,
Tr. at 2457-58; Hickman, Tr. at 2968- 69; a clam stabilization reserve to recover losses inyearswhenthe
policy owner experienced deaths in excess of expectations, Yau, Tr. at 2084-85; Rogalski, Tr. at 2459,
2461; Ryan, Tr. at 1780, 1787; Sayre, Tr. a 5832-33, 5834- 35; a loss carryforward provision which
would give the insurance company the ability to carry its losses forward to subsequent policy years and to

recoup those losses through future policy year surpluses, Rogalski, Tr. at 2456; or a“termina’ retrospective

® IBNR is a reserve of “incurred but not yet reported” claims. In calculating the dividend,
MetL ife included an estimete of individuals who died, but whose claims had not been reported to
MetLife as of the end of the policy year. Eachtime a dividend was paid, the old IBNR was released
and anew IBNR was created. Yau, Tr. at 2087-88; Ryan, Tr. at 1784-87.
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deductionwhichwould enable the insurance carrier to call on additional COlsto cover claim losses over
and above COls that were collected by chargng a deduction in the year the contract surrenders or
terminates, Rogalski, Tr. at 2458. All of these are common features in fully experience-rated group
policies.

Rather, Dow’ s retrospective experience rating mechanism, set forth in Attachment 3 of theMOU,
had three significant conponents: (1) in years when Dow paid out more in COI than it received back in
death benefits, MetLife paid Dow a dividend as noted above; (2) in years when Dow received more in
death benefits than it paid in COI, MetL ife had the right to collect fromDow up to anadditional 15%; and
(3) Dow paid an annual charge of 2.2% of actual claims up to 115% of expected clains for the risk that
MetLife assumed. Ex. J624, & A000570. Thepricingwasestablished by MetLife’ sactuary, JosephY au
Y au used the mortality experience which Gary Lake had complied from Dow’ s group term life program
after comparingit to a standard mortality table, the New Y ork Teble Y, whichwasbased on data conplied
by the New Y ork Insurance Department. Yau considered Lake's actuarial study to be preferable to a
standardized mortality tablealone. 'Y authen converted the mortality ratesinto monthly COI rates, and then
set the stop loss amount in accordance with accepted actuaria principles. The stop loss at 115% of
expected claims transferred risk to MetLife that the actual claims experience could resuit in a mortality
profittothepolicyholder. The amount paid to MetLife by Dow, the 2.2% retertion charge, wasreasornable
in light of the risk calculated by Y au

Based on the experience rating formula, MetLife paid dividends to Dow as follows:

Policy Y ear Begnning Dividends (In Thousands)
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10/29/91 $3,873
10/29/92 $2,683
10/29/93 $2,903
10/29/94 $3,623
10/29/95 $2,711
10/29/96 $0

10/29/97 $9,111
10/29/98 $3,842
10/29/99 $1,978
TOTAL $30,723

Stip., 1131. The dividend for the 1997 policy year was substartially higher than dividends paid to Dow
inother policy years because it included a refund of Deferred Acquisition Cost (DAC) taxes paid by Dow
to MetLife. Ex. J998, at A002883; Y au, Tr. at 2257-58; Rogalski, Tr. at 2520. The 1997 dividend also
included an adjustment to the IBNR reserve.* Bartlett, Tr. at 4802-04; Ex. JO05.

The MOU dso provided thet, if mortality experience was higher than anticipated, M etLife could
increase the COI charges, this is a form of prospective experience rating. Yau, Tr. a 2310; Bartlett, Tr.
at 4813. MetLife could not change the COI chargesfor the first two policy years and could only change
the COI charges in the third year if the actual mortality experience ineachof the first two years exceeded
125% of the amnual COI charges. Ex. J580, at CBI257. Begnning in the fourth year, MetLife had the

right to change the COI charges as long as the COI charges did not exceed the average mortality

* The IBNR resarve refers to funds set aside to cover claims in the policy period that were
“incurred but not reported.”
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experience over the prior three policy years and did not exceed the maximum COI charges cortained in
the policy form 1bid; Ex J593, at A014138. MetLife did not interpret its “right” to change COI charges
in and after the fourth year as requiring it to decrease COI charges in the event that the prior years
mortality experience was lower than the current nortality charges. Yau, Tr. at 2311-12.

7. Loan Mechanism and Rate Formula

Dow’s MetLife COLI policies provided for policy loans secured by the value of the accumulation
fund for each of the covered enployees. Stip., 1 115. The maximum loan rate under Dow’ s group
MetL ife policies was the greater of Moody’s Corporate Bond Yield Average or the credited loaned
interest rate plus no more than 0.77% in policy yearsone through eight and 0.25% inpolicy years nine and
later. Stip., 1 116. The actual policy loan rate was always equd to or less than Moody’s Corporate
Average. Stip., 1116.

Dow’'s MetLife COLI policies provided for a variable policy loan interest rate based on the
Moody’s Corporate Bond Yield Average - Monthly Average Corporae as published by Moody’'s
Investors Service, Inc. Stip., 1119. Dow’ sMetLife COLI policies also provided for afixed loaninterest
rate of 8%. Stip., 1120. Dow had the right to choose the fixed or variable rate eachyear. Stip., §121.

The loan interest rates charged by MetL ife were as follows:

Policy Year Ending Loan Interest Rate
10/29/92 9.42%
10/29/93 8.44%
10/29/94 7.50%
10/29/95 8.42%
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10/29/96 7.66%
10/29/97 7.66%
10/29/98 7.66%
12/29/98 6.75%
Effective 12/30/98 4.25%
10/29/00 4.25%
3/29/01 4.25%
Effective 3/30/01 4.25%

Stip., 1123.

Under the Gererally A ccepted Accounting Principles(GA AP), policy loansobtained fromMetL ife
were netted against policy values on the asset side of the balance sheet and were not shownasa separate
liability for financial reporting purposes. Stip., 11 124.

Under the MetLife COLI policies, the rate credited to Dow' s accumulation fund would never be
less than 4% compounded annually. Stip., 128. Under the policy, the “credited unloaned interest rate,”
the interest rate credited on the unloaned portion of the accumulation fund, was set by MetL ife from time
to time. Stip., 1128. The “credited loaned interest rate,” the interest rate credited onthe loaned portion
of the accumulation fund, was equal to the greater of (1) Moody' s Corporate Bord Yield Average -
Monthly Average Corporate for the calendar month ending two months before the start of the policy year
minus up to 0.77% in policy years one through eight and minus up to 0.25% beginning in policy year ning
(2) the credited unloaned interest rate in effect on the first day of the calendar month ending two months

before the start of the policy year; or (3) the guaranteed interest rate of 4%. Stip., 1129. The actudl
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credited loaned interest rate and credited unloaned interest rate for the MetLife COLI policies was as

follows:
Policy Year Loaned Unloaned
Ending Credited Rate Credited Rate
10/29/92 8.65% 5.50%
10/29/93 7.67% 4.00%
10/29/94 6.73% 4.00%
10/29/95 7.65% 4.93%
10/29/96 6.89% 5.29%
10/29/97 6.89% 4.50%
10/29/98 6.89% 5.16%
12/29/98 6.50% 4.78%
Effective 12/30/98 4.00% 4.78%
10/29/00 4.00% 5.00%
3/29/01 4.00% 5.00%
Effective 3/30/01 4.00% 6.81%
Stip., 1130.

Section 3 of the MOU provided specific guarantees regarding Dow’ s right to unwind the policies
in the event of “adverse tax legislation,” defined as “a change in the tax law that would disallow the loan
interest deduction on a prospective basis or legidation or regulation thet has an adverse impact on the
Corporate Owned Life Insurance purchased by Dow and Dow’'s COLI plan design.” Ex. J580, at
CBI252; Ex. J565, at A014202. If unwind occurred duringthefirst policy year, MetLifewould return the

gross premium plus interest, less claims paid plus interest, less policy loans plus interest, less interest
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adjustment for gate premiumtax and DAC tax paid. If unwind occurred &fter thefirst policy year, MetLife
woud apply the first-year procedure to the currert policy year and then pay the surrender valueas of the
last day of the prior policy year. Ex. J580, at CBI 2530

Although Clark/Bardes was initially involved in promoting the MetL ife policy to Dow and actively
sought to become Dow’ s broker of record, Dow’s MetLife COLI policies were administered by Ayco
pursuant to two Administrative Service Agreements, one for each of the two group contracts. Stip., 197,
133. Under the terms of the agreements, with an effective date of October 30, 1991, Ayco agreed to
perform a nunber of adminigtrative tasks for Dow, induding tasks related to the implementation of the
policies and tasks related to the on-going management of the policies. Stip., 1 133-34. For Ayco's
management of the enrollment and consent process, Dow agreedto pay Ayco $3.75 for each Dow insured
to (1) prepare and mail consent forms to enployees digible for coverage under Dow’s MetLife COLI
programfor the purpose of acquiring insurance on their lives, (2) meintain a toll-free telephone number for
eligble employees to call with respect to inquiries relevant to the insurance being purchased by Dow on
their lives, (3) follow up with eligible employees delinquent in submitting consent forms, and (4) coordinate
services with MetL ife regarding the issuance and processing of Dow’ s MetLife COLI policies. J634, at
A009690-91; Burdett, Tr. at 1462.

Inexchange for ongoing management of the policies, Dow agreed to pay Ayco an “annual fee” of
$50,000, due on or before October 30 of eachyear, to (1) consult regarding GAAP to ensure that proper
acoounting methods for the M etLife COLLI policies are used, (2) provide annual reports that summearized
past performance of the MetLife COLI policies and projected future performance, (3) prepare composite

data for detalled projections and composite illustrations, (4) arrange and process policy loans and
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withdrawals with MetLife, (5) compute policy values and expenses to insure that MetLife’ s calculations
were correct, and (6) assist Dow and MetLife in processing death claims and the payment of death
proceeds. Ex. J634, at AO09691; Burdett, Tr. at 1672-73; Ex. J622, at A013070. The annual fee was
adjusted each year by a cost of living increase that was the lesser of the amnual change inthe Consumer
Price I ndex as calculated on June 30 of applicable year, or 105% the prior year’s amual fee. Stip., 1 136.
In addition, Dow agreed to pay Ayco an annual “servicefee” of $75 per insured onthefirst 500 insureds,
$50 per insured on the next 500 insureds, $25 per insured onthe next 2,000 insureds, $15 per insured on
the next 2,000 insureds, and $10 per insured on theremaining insureds.  Thefirst service fee was due on
Deceamber 31, 1991. Theredter, the service fee was payable in quarterly installments on October 30,
January 30, April 30, and Juy 30. Stip., 1137. For tax year 1991, Dow paid a total of $174,506 to
Ayco.
9. Effective Policy Date

It was originally assumed that Dow’s MetL ife policies would have an effective date of December
1991, the monthwhen the census of the salaried employees was expected to befinalized. Lake, Tr. (1/16
am), a 495-96; Ex. J555, at A010294. OnOctober 9, 1991, however, it was recommended that Dow
change the effective date to October 1991 to have a higher policy loan interest rate (9.42% instead of
8.91%); MetLifewaswillingto “ backdate” the policies evenif the censuswas not finalized urtil December.
Ex. J555, at A01029%4; see also Lake, Tr. (1/16 am.) at 496-97; Yau, Tr. at 2215-16. On October 30,
1991, Dow executed an applicationfor Eight Pay Group Permanent Life | nsurance with MetLife and paid
the net premium due of $12,505,613.14. Sayre, Tr. at 5816; Ex. J581; Stip, 1 103. The premum

represented all potentially eligible lives (18,548). Ex. J565, at A014203; Burdett, Tr. at 1459-60. Dow
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received arefund for the salaried employees who did not consent by December 31, 1991. Burdett, Tr.
at 1461.

Both of the MetLife COLI policies had an effective date of October 30, 1991.

OnDecember 23, 1991, when Dow decided to add union employees to the COLI programand
policy number 34406- G was issued to cover theunionized employees, thepreliminary censusyielded 2,161
eligible union employees; a re-estimated census on January 14, 1991 yielded 2,199. Sayre, Tr. at 5818;
Ex. J643. Ultimately, 1,641 union employees returned consert forms by May 5, 1992 and the census was

finelized. Sayre, Tr. at 5818-19; Ex. D685.

10. Post-Purchase Illustrations

After the Dow Board of Directors goproved the resolution authorizing the purchase of the M etLife
planin October 1999 through the completion of the census in March 1992, MetL.ife and Winkelvoss ran
severadlillustrations based on the estimated total population of Dow’ sprogram Exs. D240, D622, D627,
D682, J604, D641, Yau, Tr. & 2269-78; Sayre, Tr. & 5787-89; Ex. D840. The Winklevoss illustrations
did not cap loans at $50,000 because, according to John Ryan, MetLife’ s vice-president, (1) it was
administratively easier to and less costly to run illustration for a sngle scenario (which happened to be
uncapped loans) and (2) Dow had dready mede its purchase decision based onprior illustrations. Ryan,
Tr. at 1826-28.

Reillustrations were also provided by Ayco. Burdett stated thet these reillustrations were prepared

to help Dow manage and track the current performance of the program; therefore, whether the loanswere
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capped at $50,000 or not affected only year 17 and later was irrelevant to current performance. Burdett,
Tr. at 1676.
11. Payment of the Premiums
a. Policy Loans

Dow’ s MetLife COLI policies provided for policy loans secured by the value of the accumulation
fund for each of the covered employees. Stip., 1115. The loan value was equa to the cash surrender
value of the policy at the date of the policy year, less any unpaid premiunms or loan interest payable to the
end of the policy year. Ex. J409, at 14; Ex. J593, at A014131; Ex. J408, at A00591; Yau, Tr. at 2081-
82. The maximum policy loanwascalculated such that when cashinflows and outflows for the remainder
of the year were conddered, there was a non-negative cash vaueremaining. Yau, Tr. a 2081-82. The
policy loans could be repaid at any time and if not repaid before death were to be repaid from death benefit
proceeds. Ex. J408, at A000589, A000592; Ex. J409, a 12, 15. Each of Dow’s loans from MetL ife
required the payment of interest in arrears on the policy amiversary date. Stip., 1117. Policy Form
G.2332 provided for certain nonforfeiture options in the event that the stated annual premiums were not
paid and the policies had unencumbered cashvalue. Stip., 1 118. The policy provides that “[f]aillure to
repay aloan or to pay loan interest will not result in Discontinuance of the Policy unless the Cash Surrender
Valueis insufficient to pay the Monthly Deduction due on a Monthly Date. Inthet case, the Group Policy
will terminate” Ex. J408, at A000592; Ex. J409, at 15.

Dow took policy loans totaling $50,000 per policy to pay premiuns for the first, second, third,
eighth, and ninth policy years. The policy loans and premium paymentsinthe MetLife COLI programwere

achieved by means of netting transactions. Ryan, Tr. at 1909-14; Ex. J555, at A010295. Dow did not
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obtain policy loans under its MetLife COLI policies in yearsfour through seven. Stip., 1125. Dow also
did not obtain policy loans in excess of $50,000 per insured ermployee under its MetL ife COLI policies.
Stip., 1126. The MetLife COLI policies did not go into nonforfeiture status during the first five policy
years. Stip., 1127.

b. Partial Withdrawals

Dow’s MetLife COLI policies also provided Dow the right to request a partial cash withdrawal
fromthe available cashvalue. Ex. J580, at CBI254; Ex. J593, at A014130. A partial withdrawal would
reduce individual accumulation funds on a dollar-for-dollar basis except during the first ten policy years.
Ex. J408, at A000590; Ex. M09, at 13. A partial withdrawal made inthefirst ten policy yearswoud not
affect the death benefit until the tenth policy anniversary. Ex. J593, at A014130; Ex. J580, at CBI1254.
The methodology for calculating the maximum partial withdrawal wasthe same as for the maximum policy
loan: MetL ife determined the current cash value, cash inflows and outflows to the policy, and determined
the maximumwithdrawals such thet the end of the year cash value woud not be negative. Yau, Tr. at
2081-82. Dow used partial withdrawals to finance premums in years four and five to finance premums
and policy loan interest and years six and seven to finance policy loan interest.

The premium payment and partial withdrawals were dso achieved by means of a simultaneous
nettingtransaction. Thiswas somewhat problemeatic because at the end of each policy year, thecashvalues
were fully encumbered, as with the Great West policies. However, in the fourth through severth policy
years, MetL ife deemed the annual premium paid, thereby creating additional cashvalue. Thet “new” value
then supported the partia withdrawals which were considered to have paid approximetely 90% of the

premium and accrued loan interest. The balance of the premiumwas paid in cash.
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c. Loading Dividends

MetLife determined that the use of a loading dividend structure was an inappropriate mechanism

to pay premiums in years four through seven and comply with I.R.C. § 264. Dow’s MetLife COLI

programdid not provide for loading dividends.

12. Performance of the Policies

The table below reflects Dow’ s operation of its MetL ife policies over the first seven years:

MetLife Cash Payment - Aggregate (In Thousands)
Y ear Premium | Policy Loan | Policy Loan | Dividend | Withdrawal | Dow Cash

Interest Payment
10/30/91 $170,510 $158,756 0 0 0 $11,754
10/30/92 $170,250 $175,540 $14,990 0 $10 $9,690
10/30/93 | $170,000 | $175,278 $27,367 0 $10,695 $11,395
10/30/94 | $169,770 0 $38,132 0 $195,779 $12,123
10/30/95 | $169,360 0 $42,737 0 $200,071 $12,026
10/30/96 0 0 $38,894 0 $28,665 $10,229
10/30/97 0 0 $38,676 0 $25,065 $13,611
10/30/98 0 0 $38,575 0 $35,559 $3,016
TOTAL $849,890 $509,574 $239,371 0 $495,844 $83,844

Stip., 71 132.

H. Disposition of the Policies

INAugust 1996, Congress enacted the Health Insurance Portability and A ccountability A ct of 1996

(HIPA), Pub. L. 104-191, §501, 110 Stat. 1936. HIPA amended |.R.C. § 264 to disallow policy loan

interest deductionsunder broad-based COLI programswithone exception effective January 1, 1996. The
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exception alowed COLI policy loan interest deductions thet were otherwise deductible under prior law
to continuefor up to 20,000 employeesthroughthe 1998 tax year. However, only 90% of the interest was
deductible for the 1997 tax year, and only 80% of the interest was deductible for the 1998 tax year.

Because they believed that HIPA would substantidly change the performance of Dow’s COLI
policies, both Clark/Bardes and Ayco proposed mechanisms for Dow to phase-out its COLI policies.
Wimberly, Tr. at 4506-07; Jerkins, Tr. at 4538-39; Exs. J1013, J1057, J1064, J1041, J1042, J1059.
Based on the brokers' initid illustrations, Stefan K och, a finance manager in Dow’ s corporate treasury
group, assessed the financia performance of the COLI programs. K och requested additional illustrations
to reflect four alternatives: (1) surrender the policies and prepay al the loans; (2) withdraw to basis and
prepay part or al of the loans; (3) maintain the policies and prepay part or al of the loans; (4) maintain the
policiesand loans asis. Ex. J1169; Koch, Tr. at 2592, 2594; Exs. J236, J238, J1041, J1042, J1059, J.
1057; Koch, Tr. at 2598-2601, 2609, 2614-15, 2616, 2628, 2631.

Koch recommended that Dow maintain the Great West COL I policies “asis’ because the high
cash vaues would maintain the desth benefits as a high leve, resultingin a favorable financial impact in
terms of cash flows and earnings. Koch, Tr. at 2611; Ex. J1169, at B014286. K och discounted the cash
flows using two interest rates: (1) Dow’s Weighted Average Cost of Capital (WACC), which was at
10.75% at the time, and (2) Dow' s Cost of Funds (COF), whichwas at 4.03% at the time. Exs. P199,
J1057, J1169; Koch, Tr. at 2602, 2603-05, 2611, 2613. Usingthe COF, Koch projected Dow would
receive a positive cash flow ona NPV basis of $75.9 million over the life of the Great West COLI
program Ex. P199. Koch projected earnings of $6.5 millionin 1999, $7.2 millionin 2000, and $8 million

in 2001 by keeping the policies “as is.” Ibid. Anindependent aralysis by Clark/Bardes also concluded
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that leaving the Great West COLI policies in force and capping theloans at $50,000 would yield the best
financial performance based on a present value basis. Wimberly, Tr. at 4507-10; Exs. J1057, J1013,
J1064. The government contends that the death benefit proj ections were overstated and thuswould cause
economic lossesto Great West. Those losses, the government argues, would cause Great West to adjust
the spread and reduce or diminate the cash flows to Dow — afactor not takeninto account by Koch inhis
analysis. See Koch, Tr. at 2634-35, 2637-39; Exs. J328, 1057. In November 1998, Dow adopted
K och’ srecommendation and decided to keep the Great West COLI policiesinforce. Koch, Tr. at 2613.

For the MetLife COLI program, Dow elected to discontinue premiurnrs after the fifth policy year.
Stip., 1132. Therefore, the only amount due each subsequent year was the accrued policy loan interest.
1bid. Koch recommended that Dow take partial withdrawalsto bassand pay off outstanding loans through
netting transactions. Koch's reconmendation would have generated a $37.2 million net cash flow when
discounted at the 4.03% COF rate and a $8.7 million net cash flow when discounted at the 10.75%
WACC rate. Ex. J1169, at B014282. Short-term earnings, however, were superior if Dow kept the
MetLife COLI policies “asis.” Under the“asis’ strategy, Dow could expect postive earnings of $3.3
million in 1999, $6.5 million in 2000, and $6.9 millionin2001. Longterm, Dow could expect a negative
cash flow of $10.9 million when discounted at the 4.03% COF rate and a negative cashflow of $68.2
million when discounted & the 10.75% WACC rate. Koch, Tr. at 2627-18; Ex. J1169, at B014282.
Pedro Reinhard, Dow’s Chief Financial Officer, rejected Koch’s recommendation and decided to keep
the MetLife COLI policies “as iS” because the earnings profile was better. Koch, Tr. a 2627-18; Ex.
J1169, at B014282.

1. Dow’s Filing of Tax Returns, Challenges, Payment of the Tax, and Claim
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Dow timely filed its corporate federal income tax returns for the 1989, 1990 and 1991 calendar
yearswiththe IRS' s Detroit, Michigan office and paid the tax shownonthe return. Stip., 6. The IRS
assessed an income tax deficiency against Dow of $1,367,383 for 1989; $3,043,326 for 1990; and

$6,836,910 for 1991. On March 12, 1999, Dow paid these deficiencies together with interest in an

amount totaling $22,209,570:

1989 1990 1991
Federal Income Tax $1,367,386 $3,043,326 $6,836,910
Assesed Interest $1,781,778 $3,235,630 $5,944,540
TOTAL $3,149,164 $6,278,956 $12,781,450

On Decenber 22, 1999, Dow timely filed form 1120X, daiming a refund for tax years 1989,
1990, and 1991. For tax year 1989, Dow is claiming a refund of the deficiency and assessed interest,
totaling $3,149,164, based on Dow’ s position thet it was ertitled to deductions in the amounts of (1)
$3,843,813 frominterest payments made on loans secured by Dow's COLI policies and (2) $168,563
fromconsuiting fees paid by Dow for the administration of its COL | policiesto Clark/Bardes. For tax year
1990, Dow is claiming a refund of the deficiency and assessed interest, totaling $6,278,956, based on
Dow’ spositionthet it was entitled to deductionsin the amounts of (1) $12,968,778 frominterest payments
made on loans secured by Dow’s COLI policies and (2) $2,175,160 from consuiting fees paid by Dow
for the administration of its COL | policies to Clark/Bardes. For tax year 1991, Dow is claiming a refund
of the deficiency and assessed interest, totaling$12,781,450, based on Dow’ s position thet it was entitled
to deductions inthe amountsof (1) $13,491,825 frominterest payments made onloans secured by Dow’s

COLI policies, (2) $181,715 from consulting fees paid by Dow for the administration of its COL I policies
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to Clark/Bardes, and (3) $174,506 from conaulting fees paid by Dow for the adminitration of its COLI
policies to Ayco.

The IRSissued full disallowances of Dow’s 1989, 1990, and 1991 clains for refund on May 23,
2000. Dow timely filed this action, claiming a refund of the federd income tax and assessed interest for

tax years 1989, 1990, and 1991 on the basis of the deductions taken, as described above.

1I. Analysis

Dow claims thet it is entitled to deductions for interest payments on policy loansinthe years after
1989 for the Great West COLI plan and after 1991 for the MetLife COLI plan. Generally, for
corporations, “[t]here shall be allowed as a deduction all interest paid or accrued within the taxable year
on indebtedness.” IRC 8§ 163, 26 U.S.C. § 163(a). For the purpose of the Internal Revenue Code,
“interest” represents compensation or considerationfor theuseor forbearance of money. Old Colony R.R.
Co. v. Comm’r, 284 U.S. 552, 561-62 (1932). “Indebtedness’ under IRC § 163 consists of “an
unconditional and legally enforcezgble obligationfor the payment of money.” Autenreith v. Comm’r, 115
F.2d 856, 858 (3d Cir. 1940).

The taxpayer bears the burdenof proving the validity of its claimed deductions. National Starch
& Chem. Corp. v. Comm’r, 918 F.2d 426, 429 (3d Cir. 1990) aff’d sub nom INDOPCO, Inc., v.
Comm r, 503 U.S. 79 (1992).

Where the interest payment is made on a loan secured by a life insurance policy, specia rues
apply. These rues have evolved as Congress has attenpted to keep pace with insurance industry

development of various whole life and universal life products utilized by corporations as investment and
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revenue producing vehicles. For severd years, many businesses have purchased insurance on thelives of

its key employees in order to protect the company from the economic loss that might result from the
untimely death of a personimportart to the success of the business. When the form of the insurance policy
was one which dlowed for the accunulation of cash vaue, such as whole life or universal life, borrowing
againg the policy vaue to pay the insurance premiums became prevalent. See Woodson-Tenent Labs.,

Inc. v. United States, 454 F.2d 637 (6th Cir. 1972). Interest paid on these loans secured by the cash
value of the life insurance policies was deductible under the Internal Revenue Code. As noted above,

Congress limited the practice of leveragng premium financing by enacting the “4-of-7 rue,” confining the
interest deduction to loans of $50,000 or less, and uitimately phasing out the interest deduction after 1996.
See Pub. L. 88-272 (1964); Pub. L. 99-514, § 1003, 100 Stat. 2085 (1986); Health Insurance Portability
and Accourtability Act of 1996, (HIPA), Pub. L. No. 104-91, 110 Stat. 1936 (1996).

The interest deductions claimed by the plaintiff in this case predate the phase-out effectuated by
HIPA. However, undergrding the application of IRC § 264 is an additional statutory provision which
defines “life insurance” as “any contract which is a life insurance contract under the applicable law,” and
which also meets certain actuarial rules relating to the ratio of the investment portion of the life insurance
contract to the pure insurance element. See IRC 88 7702, 7702A.

Inthis case, Dow clamsthat the COLI plans complied with chapter and verse of therelevant IRC
sectionswhichrender the interest payments made in connectionwithits COLI plans’ deductible. Dow also
claims thet, pursuant to IRC 8§ 162(a), the expenses it incurred in developing both of the COLI plans are
deductible as“ordinary and necessary expenses paid or incurred during the taxable year incarryingon|its]

trade or business.”
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The government has disallowed Dow’s claimed deductions for severd reasons. Fird, the
government claims thet the Great West and MetLife COLI plans were devoid of economic substance
because there were no practical economic effects of the transactions except to create income tax
deductions. Accordingly, the government clains that both of the COLI plans were shams in substance,
or economc shanms.

Second, the government attacks the use of simultaneous netting transactions by Dow to pay
premiums on the policies in the first eight years of their existence, reasoning that the premium payments
never really occurred because they were factual shams. The government contends that, consequertly, the
interest deductions are claimed on sham loan transactions, and the plars fail the 4-of-7 tes of IRC §
264(c)(1) because the use of policy withdrawals to pay premiums constituted nothing more than circuar
transactions without factual substance.

Third, the Great West COLI plan is under attack by the government as not quaifying as “life
insurance” under IRC § 7702 for the reason that the plan does not constitute a life insurance contract
“under the gpplicablelaw,” thet is, under Michiganlaw.> The government corntends that Dow did not have
aninsurable interest in the lives of all of the 4,051 employees insured under the Great West plan, as that
concept is defined under the common law of Michigan, and therefore Dow is not ertitled to the favorable
tax treatment afforded life insurance contracts, including the deductibility of policy loan interest, afforded

under the Interal Revenue Code.

*The government also asserts, belatedly, that the Court must corsider the same question under
Texas and Lousiana law because a significant portion of Dow’ s insured workforce resided in those
states.
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Fourth, because both Great West and MetLife issued insurance binders upon payment of the first
year premiurrs, but did not deliver the policies until a much later date after thefinal census was transmitted
to the respective insurance companies, the government claims thet the insurance policies were effectively
backdated and that interest and expense deductions for the interim period must be disallowed.

Findly, the government contends thet, because the COLI programs were economic shans, any
business expenses incurred in implementing the progras are not deductible.

A. The Sham Transaction Doctrine

There is no question thet ataxpayer is ertitled to reduce tax obligations by any means allowed by
the law. See Gregory v. Helvering, 293 U.S. 465, 469 (1935) (“The legal right of ataxpayer to decrease
the amount of wheat otherwise would be his taxes, or attogether avoid them, by means which the law
permits, cannot be doubted.”). However, transactionsthet areinvented solely to create tax deductions and
otherwise have no economic substance, even though formally complying with the letter of the Internal
Revenue Code, will not be recognized. See Knetsch v. United States, 364 U.S. 361, 365-66 (1960).
Such transactions are deemed “ shams” and will not support tax deductions where their substance is not
consistent withtheir form AMC Partnerships v. Comm ’r, 157 F.3d 231, 247 (3d Cir. 1998).

Discussions of theshamtransaction doctrine typicaly begin with Gregory v. Helvering, wherethe
Supreme Court found that a transaction that was devoid of any real business purpose and designed solely
to avoid the payment of taxes was a nullity for federd income tax purposes. Inthat case, Evelyn Gregory,
the sole shareholder of United M ortgage Corporation, sought to transfer to herself one thousand sharesof
M onitor Securities Corporation held as an asset by Urnited Mortgage. To achievethet objective, Gregory

formed Averill Corporation, of which she was the sole shareholder, and caused United M ortgage to
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transfer the Monitor Security stock to Averill as Averill's sole asset. A few days later, Averill was
dissolved and liquidated by distributing its assets—i.e., the Monitor Security stock — to Gregory. Shethen
immediately sold the stock for $133,333, declaring a capital gain of $76,000 on which she paid tax.
However, her tax would have been much higher if United M ortgage had sold the Monitor sock and
distributed the proceeds to her. Gregory, 293 U.S. a 467.

The Commissioner of Internal Revenue disregarded the corporate reorganization and imposed a
tax asif United Mortgage had sold the stock and paid Gregory adividend. That decision was upheld by
the court of appeals, and the Supreme Court affirmed. The Court drew a distinction between the
purposeful but legal avoidance of taxation, which it found to be proper, and the creation of a device that
is not what it purports to be. Although the corporate reorganization in this case followed the statutory
requirements to the letter, it created

an operation having no business or corporate purpose — a mere device which put on the

form of a corporate reorganization as a disguise for concealing its real character, and the

sole object and accomplishment of whichwas the consummetion of a preconceived plan,

not to reorganize a business or any part of abusiness, but to transfer aparcel of corporate

shares to the petitioner. No doubt, anew and valid corporation was created. But that

corporation was nothing more than a contrivance to the end last described. 1t was

brought into existence for no other purpose: it performed, as it was intended from the
beginning it should perform no other function. When thet limited function had been

exercised, it immediately was put to death. . . .

The rue which excludes from consideration the motive of tax avoidance is not
pertinent in this situation, because the transaction upon its face lies outside the plain intent

of the statute. To hold otherwise would beto exalt artifice above redlity and to deprive the

statutory provision in question of all serious purpose.

1d. at 469-70.
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Thus, the Supreme Court set forth an andlytical framework for detecting shams which first calls for
an examination of the transaction objectively to determineits economic substance irrespective of taxpayer
mativetion to avoid taxation. /d. at 470.

The Supreme Court applied the same analysis in Knetsch v. United States, a case dealing with
the tax arbitrage opportunities presented by the deductibility of policy loan interest. The policies at issue
inthat case were ten thirty-year annuity policies which Karl K netsch purchased, each with a face value of
$400,000 earning 2.5% interest compounded annually, at a price totaling $4,004,000. K netsch paid the
purchase price with $4,000 in cash and anon-recourse noteinthe amount of $4,000,000 at 3.5% interest.
Thenotewassecured by the annuity policies. The annuities included loan privileges which allowed K netsch
to immediately borrow amounts secured by the value in excess of hisindebtedness. The cashvalueof the
amuities at maturity (when Knetsch would have been ninety years old) would have been $8,388,000
paying $90,171 monthy. Knetsch, 364 U.S. a& 364.

On the same day he bought the amuities, K netsch paid the first year’ s interest on the notesin the
amount of $140,000. Five days later, Knetsch borrowed $99,000 secured by the excess policy cash
value, leaving the annuities with excess cash value of $1,000. Onhis tax return for thet year, Knetsch
deducted $143,465 from gross income as “interest paid . . . within the taxable year on indebtedness’
pursuant to § 23(b) of the 1939 tax code. K netsch repeated this practice inthe second and third contract
year, stripping policy values by borrowing, and deducting interest payments on his tax returns. He
cancelled the contract sixteen days after the fourth contract year began. The total cash vaue of the
annuities at the time was $4,308,000 and the total indebtedness was $4,307,000. Knetsch surrendered

the anmnuities and received $1,000 in cash 7bid.



The Commissioner of Internal Revenue disallowed Knetsch s tax deductions on each of his three
returns, and K netsch brought suit for arefund after he paid the deficiencies. Thelower courts found that
there was no economic substance to the transaction, and the Supreme Court affirmed that decision. Once
again, the Supreme Court noted the irrelevance of the Commissioner’ s contention thet the taxpayer’ s sole
motive was to gain taxable benefits. The Court reaffirmed thet “the legal right of a taxpayer to decrease
the amount of what otherwise would be his taxes, or atogether avoid them, by means which the law
permits, cannot be doubted. . . . But the question for determination is whether what was done, apart from
the tax motive, was the thing which the statute intended.” 7d. at 365 (citing Gregory, 293 U.S. a 469).
In examining “whet was done,” the Court concluded that the series of transactions was a sham. The
taxpayer paid $294,570 during the first two years in premiumand received $203,000 back in the form of
“loans.” Although in exchange for this out-of-pocket difference, the taxpayer ostensibly had a monthly
amuity payment coming of $90,000 at meturity, the Court noted thet this “wasafiction, because eachyear
[the taxpayer’ s] annual borrowings kept the net cash value, on which any annuity or insurance payments
woud depend, at the relative pittance of $1,000.” Id. at 366. It was obviousto the Court, therefore, thet
the “transaction with the insurance company did not appreciably affect his beneficia interest except to
reduce histaxes.” Id. (internal quotes and citation omitted). The Court did not condenmn all transactions
of thistype, however, and focused on itsfact- specific analysis. “ There may well be singe- premiumannuity
arrangements with nontax substance which create an ‘indebtedness’ for the purposes of § 23(b) of the
1939 Code and § 163(a) of the 1954 Code. But thisoreisasham” Id.

In the three previous challenges to highly-leverages COLI plans, the government successfully

argued thet the insurance plans were devoid of economic substance and their sole economic purpose was
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to provide a platform for loans which generated interest deductions. However, insurance policy loan
interest deductions were dlowed against a sham challenge to a form of COLI in Campbell v. Cen-Tex,
Inc., 377 F.2d 688 (5th Cir. 1967). Inthat case, Cen Tex had established a deferred compensation plan
for members of its board of directors that would pay monthly benefitsto surviving spouses and dependents
for tenyears To finance the plan, the corporation purchased life insurance on the lives of five board
members, prepaying the first five annual premiums (which were substantidly front-loaded) and borrowing
againg the policy loan valuesto finance those premium payments. After the Commissioner disallowed the
interest deductions, the taxpayer successfuly sought a refund in the district court, which found that
borrowing against policy loan values and the prepayment of premiums were in pursut of a substartial
business purpose. The court of appeals, affirming, noted that the transactions literally fit through aloophole
thet existed in the tax code. The government’s response, the court observed, was to offer the sham
transaction doctrine as a “thumb-in-the-dike to thwart the use of tax escape devices.” Id. at 691. In
comparing the planin that case to the annuities in Knetsch, the court found that after twenty years there
were potential death benefits and cash surrender values thet exceeded the maximum loans beyond the
“relative pittance” of Knetsch's $1,000. The Court concluded:

It cannot be denied that the tax incidence was important to Cen-Tex and an inducement

to casting the transactions into the formwhich they took. But for Cen-Tex it must be sad

thet thetax saving result of the transaction was not the sole motive and purposefor entering

into it. The policies purchased provided for a beneficial interest. The transaction was not

without economic value, economic significance, economic substance, or commercial

substance.

1d. a 693 (footnotes omitted).
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The Court of Appedls for the Sixth Circut adopted the Cen-Tex reasoning in Woodson-Tenent
Laboratories, Inc. v. United States, 454 F.2d 637 (6th Cir. 1972), in which the court affirmed a
judgment ordering a refund for disallowed interest deductions. There, the corporation took substartial
loans againg policy cash valueto finance the premiunsfor “key man” COLI. Thecourt rejected the sham
argument, finding economic substance in the transactions which actually occurred.

Courts have identified two types of shamtransactions. 1) “ shamsin substance,” also referred to as
“economic shans,” in which the transactions “actually occurred but . . . lack the substance their form
represents;” and 2) “[s|lhams in fact” in which the reported transactions really never occurred. Kirchman
v. Commissioner, 862 F.2d 1486, 1492 (11th Cir. 1989). The government contendsthat the COLI plans
at issue are economic shams, and thet they possess features which are shanms in fact.

1. Shams in Substance

Economic shams, or shams in substance, are assessed in this Circuit by application of a test
invalving both an objective and a subjective component. See Rose v. Comm 'r, 868 F.2d 851, 854 (6th
Cir. 1989) (citing Mahoney v. Comm ’r, 808 F.2d 1219 (6th Cir. 1987)). The Court first examnesthe
transactionto determine whether it “has any practicable economic effects other thanthe creation of income
tax losses” Bryant v. Comm r, 928 F.2d 745, 748 (6th Cir. 1991) (quoting Rose, 868 F.2d at 853).
Although the taxpayer’s subjective intert may be “relevant to this inquiry,” Rose, 868 F.2d at 853, it is
neither controlling nor dispositive at this level of theinquiry, since the objective component focuses onthe
transaction, not thetaxpayer. Thomas v. United States, 166 F.3d 825, 834 (6th Cir. 1999) (quoting//les
v. Comm'r, 982 F.2d 163, 166 (6th Cir. 1992)). Thus, the Court may inspect the transaction to

determine if the form is consistert with the taxpayer’ s avowed purpose for engaging init. The taxpayer’s
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intent provides the context; to meet its burden, the taxpayer must articulate a legitimate business purpose
for placing its assets at risk. For example, ataxpayer who states that it seeks to generate an immediate
streamof currert income but entersinto atransaction which is structured to return only long-term ganswill
have a basic difficuty in proof. The objective component calls for an examination of the structure of the
transaction to determine if its formmirrors its substance. The questioniswhether the transaction has any
economic purpose other than to gererate tax deductions. Bryant, 928 F.2d a 748. Of course, the
business purpose must also “fit” in some fashion into the subjective goals as articulated by the taxpayer.
Thus, courts have held that a proper business purpose alone will not “breathe substance” into atransaction
that objectively has no reasonable prospect of profitability absert tax considerations. 4EP, 136 F. Supp.
2d at 791-92 (quoting Winn-Dixie, 113 T.C. a 287). Likewise, a business purpose which is markedly
inconsistert with the form of the transaction chosen will cast doubt onthe bona fides of the taxpayer.

If thetransactionis obj ectively economically viable, the Court must determine whether thetaxpayer
had alegitimate profit motive in entering into the transaction. However, the subj ective component does not
become determinative unless the transaction has satisfied the objectiverequirement of the shamted. ///es,
982 F.2d at 165.

[T]he question of whether a transaction has economic substance is a threshold issue

designed to winnow out the most abusive tax shelters without engaging inthe more difficult

guestion of whether atransaction wasprofit-motivated. Therefore, indeterminingwhether

a transaction was a sham, the court should not address whether, in the light of hindsight,

the taxpayer mede awise investment. . . . Instead, the court must address whether the

taxpayer made a bona fide investment at all or whether he merely purchased tax

deductions.

Bryant, 928 F.2d at 749.
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Like it did in the other COL | cases, the United States contends that Dow’ s plans with both Great
West and MetLife are economically empty transactions whose worthto Dow comes solely fromthe tax
deductions. According to the government, under neither plan coud Dow expect to bengfit financially from
proceeds generated by the plans' tax-free inside build-up or from the payment of death benefits, sincethe
plans were designed to be “mortality neutral.” The government argues that Dow intended to operate the
plans on a minimum cash outlay strategy, so thet in no year would there be positive cash flow absent the
tax deductions for policy loan interest, and at certain discount rates there would be a negative net present
value without the tax deductions. The Court will examine the arguments separately as to each of the two
plans.

a. Great West COLI Plan

In the previous three COL I cases, the government contended that the courts could find thet the
plans were economic shams by comparing the pre-tax performance with after-tax performeance, which
demonstrated that the plans were a losing proposition without the tax deductions. It makes the same
argumeant here. However, unlike the other cases, thereare prepurcheseillustrations that show positive cash
flow coming from the plan even without the tax deductionfor policy loaninterest. Inthe case of the Great
West plan, the government insists that these illustrations are not reliable because the illustrationsare flawed,
and they rely on a payment strategy which Dow woud not likely adopt because it would require the
infusion of significant amounts of cash in the middle years of the plan. Moreover, even these illustrations
show that the plan yielded negative cash flow without the tax deductions inthe first eighteen yearsand, on
a net presert value basis, over the life of the plan. Alternatively, the government urges the Court to

conclude that the insurance plan was* mortality neutral” so that Dow could not profit fromthe payment of
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death benefits, and that Dow intended to strip all excess cash from the plan, thus precluding profitability
from inside build-up.
i. Illustrations

Insurance policy illustrations are, essertially, predictions of the future financia performance of the
transaction. They are based on certain assumptions concerning mortality rates and financial returns, which
may or may not eventuate. The government points to the Novenber 11, 1988 illustration (J293) to meke
its point thet the Great West illustrations are flawed, athough the plaintiff arguesthat it did not rely on this
illustration to make its purchase decision, but rather based its decison onanillustration dated February 3,
1988 (J189) showing loans capped at $50,000. Nonetheless, neither the assumptions which Gary Lake
prescribed inthe RFP, nor those used by Great West in its Novenber 11, 1988 illustration (J293), were
unreasonable, according to the plaintiff' s experts, Great West's actuaries, and even the defendant’s
witness, Dwight Bartlett. The government observes thet Great West used a mortaity table to price the
policiesthat was different from the mortality assumption which Lake prescribed inthe RFP, thus predicting
amore optimistic performance than might have been justified (and, if Lake’ s assumption turned out to be
correct, resuting in a loss to Great West). However, as Lake observed, he was not the insurance
company's actuary nor was he responsible for its pricing, and the insurer’s decision to price the policy
based on a mortdlity table thet it believed better reflected anticipated experience does not dimnish the
reasonableness of Dow’s reliance on Lake's recommendation. The difference between the so-called
“ingde” and “outsde’ mortality assumptionsprovesno morethan a professional disagreement onthe actual
mortality experience Dow more likely would redize, and does not justify the government’s attempt to

undermine the illustration through Ralph Sayre' s post hoc “correction’”; which uses nortality assumptions
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different than prescribed by Lake. The Court finds that Dow reasonably relied on Great West's
prepurchase illustrations in making its decision to purchase the Great West policies. The illustrations
showing a capped loan strategy demonstrated that Dow could expect to profit fromthe plan if it operated
it on a basis other than a minimum payment strategy.
ii. Loan Strategy

Of course, this frames a principal factual dispute inths case: whether Dow intended to operatethe
plan onaminimum payment strategy, or, rather, whether it intended to cap loans at $50,000 and withdraw
only to basis. Therewere mutipleillustrations offeredinevidence: thosereflectingloanscapped at $50,000
and those showing continued borrowing; those showing partial withdrawals to basis, and those showing
taxable withdrawals above basis; age-specific illustrations and composite illustrations; pre-purchese
illustrations, post-purchase illustrations and annua relllustrations.  The government argues thet the
illustrations which Dow more likely relied upon in making its decision to purchase the Great Wes plan
showed maximum borrowing, and that post-purchase illustrations and reillustrations all show uncapped
loans. It also observes that Dow called only former employees to testify to Dow’ sintentions asto how it
would operate the plans, instead of turning to current executives and employees of the insurance brokers
who ran theillustrations. Leaving funds inthe plans also exposed the investment to financia uncertainty,
and thegovernment contendsthet the timing of positive cash outflow did not metchDow’ s avowed financial
need to offset anticipated retiree medical expenses. Finally, the government pointsto the tax protestsfiled
by Dow as a condition of seeking a compromise, which, the government argues, contain admissions thet

Dow intended to operate the policies on the basis of a maximum borrowing strategy.
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The Court finds that the withesseswhomDow called at triad —former employees, for the most part
— were the ones who most likely knew Dow’ s interntions concerning the Great West plan at the outset.
WitnessesFalla, White, Jerkins and Burdett from Dow, and Gary Lake, the consutant, al testified that it
wasDow’ sintertionto cap loans at $50,000 and withdraw only to bass. Infact, no one testified that Dow
ever expressed anintentionto borrow against the policies over the $50,000 limit. The government suggests
thet the failure by Dow to call others conpelsthe Court to draw anadverse inference onthis point. These
witnesses, that is, Dow’ s current tax, treasury and human resources personnel, and representatives from
Clark/Bardes, were equally available to the government, and, thus, under the circumstances no adverse
inference is either required or warranted. See Kilburn v. United States, 938 F.2d 666, 675 (6th Cir.
1991). Moreover, the Court acceptsthe tesimony of the plaintiff’ switnesses asaccurate and truthful, and
concludes that Dow intended to cap loans at $50,000 and inject cash into the Great West plan in the
middleyears. Thisconclusionis buttressed by contermporaneous documentation which includestheoriginal
1987 RFP (J127), Lake' s analysis of the proposals (J146), Lake' s final recommendation to White, and
White's recommendation to Dow's COLI task force (J172, 174). Moreover, this strategy is more
consistent withDow' s sated purpose of embarking on this project at the outset: the capped loan strategy
produces higher positive cashflow to fund retiree medical costs. Further, it yielded more favorable financial
performance in years after year 18 of the plan.

In addition, capping loans and limiting withdrawals was consistert with Dow’s overall tax-
avoidance strategy. Interest on loans above $50,000 per policy was not deductible in any event;
withdrawing cashfromthe policies above basis would have exposed Dow to atax on earnings which could

have been avoided when those proceedswere paid out as death benefits. Further, as Dr. Meyers pointed
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out, this plan did not financially “compel” borrowing by creating a great disparity between borrowed and
unborrowed funds, as existed in the other COL | cases.
iii. Admissibility of Tax Protests

Attrial, the defendant offered in evidence tax protests which Dow filed on threeseparateoccasions
prior to commencing the present action. Attached to the protests were illustrations which Dow used to
demondtrate positive pre-tax cash flow as to its COL | plans, but the illustrations used did not show loans
capped at $50,000. Dow timely objected to this evidence on the grounds thet it was irrelevant and
constituted evidence of settlement negotiations whichis not admissible under Federal Rule of Evidence 408.
The Court took evidence on aseparate record from George Imwale, an |RS examiner, as to the purpose
of protest procedure and conditionally received the evidence subj ectto resolutionof the plaintiff’ slater-filed
motion to strike the evidence.

Although Rule 408 does not bar evidence of tax protests as ameatter of course, the Court finds thet
in the circumstances presented in this case, the evidence is barred by Rue 408, for reasons explained
below. However, even if the evidence were received, the Court would ascribe very little weight to it, since
it supportsthe clamthat the COLI planswoud generate substartial pre-tax economic benefit to Dow even
if it pursued a maximum borrowing strategy, and the attachment of uncapped loan illustrations to the
protests does not contradict the testimony of White, Falla, Burdett and Lake that Dow intended to operate
the plans ona capped-loan basis at the outset. However, because there is very littledecisonal law onthe
issue, the Court will take a moment to deal with the question here.

The basis for the plaintiff’ s argument is that thefiling of aprotest isthefirst step inaprocess which

leads to settlement discussions designed to resolve tax disputes with the government.  The government
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states, however, thet protests are not filed with the Appeals Division but with the Examination Divison; the
process is not intended to be conciliatory, but rather adversarial.

At the conclusion of anaudit by the IRS, the examiner prepares an examination report explaining
the proposed adjustments. Treas. Reg. 8§ 601.105(c)(2). In an “unagreed” (disputed) case, the IRS
district director sends this report, known as the revenue agent’ s report (“RAR”) to the taxpayer under
cover of a“30-day letter.” Treas. Reg. 8 601.105(d)(1). The 30-day letter informs the taxpayer of its
informal administrative appeal right, which is the right to an administrative appeal to the IRS' s Appeals
office, provided thet aprotestisfiled. /d.; Treas. Reg. § 601.106(b). The regulations provide thet, after
review of any required written protest by the didtrict director, the case and its administrative record are
referred to the Appeals office. Treas. Reg. § 601.106(b). The instructions for preparation of a written
protest are included in the 30-day letter. Treas. Reg. § 601.105(d)(2)(V).

Upon receipt of the 30-day letter, the taxpayer has three options. First, the taxpayer can seek
administrative settlement negotiations with IRS' s Appeals office by filing a protes within 30 daysor such
aa extended time as the IRS may permit. Second, the taxpayer can do nothing, which will trigger a
statutory notice of deficiency, otherwise known as a “90-day letter.” 1.R.C. 8§ 6212(a). A 90-day letter
is also issued if negotiations with the Appeals office prove unsuccessful. Third, the taxpayer can pay the
proposed liability and then seek a refund by filing an administrative claim for a refund with the IRS. The
taxpayer may aso follow thisthird course of action upon the failure of negotiationswith the Appeals office
or receipt of a 90-day letter. If an administrative claim for refund is denied or no action is taken on it for

six months, then the taxpayer may litigate its right to the claimed refund by filing a complaint in federal
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district court or in the United States Court of Federal Claims. |.R.C. 88 6532, 7422(a); 28 U.S.C. 8§
1346.

The mission of the IRS A ppeals Division is “to resolve tax controversies, without litigation, on a
basiswhich is fair and impartial to boththe Government and the taxpayer and ina manner that will enhance
voluntary compliance and public confidence inthe integrity and efficiency of the Service.” Internal Revenue
Manud (IRM) § 8.1.3.2(2) (May 19, 1998). This “mission is accorplished through a program of
considering protested cases, holding conferences, and negotiating settlements.” 7d. § 8.1.3.2(1).

I nstructions directed to the taxpayer in the 30-day letter state that any protest should be filed with
the District Director and not the Appeals Division. Imwalle, Tr. 4649-50. Once received by the District
Director, the protest is forwarded to the ExaminationDivisionCase M anager whointurnis required to take
a number of actions with respect to the protest under applicable IRM procedures. d. a 4650-64. The
protest serves animportant functionfor the Examination Division, whichexamines it to determine whether
the IRS erred or if additional investigation needs to be dore. Id. at 4661-62.

Dow alleges, and the government does not deny, thet large corporate taxpayers like itself protest
80 to 90 percent of the taxes recommended on audit, and that as of 1997, the Appeals Division had
resolved approximeately 85 percent of its large cases. Dow M. to Strike Br. at 6 (citing GAO studies).

Federal Rue of Evidence 408 provides:

Evidence of (1) furnishing or offering or promising to furnish, or (2) accepting or offering

or promising to accept, a valuable consideration in compromising or attempting to

compromise a claimwhich was disputed as to either validity or amourt, is not admissible

to prove liability for or invdidity of the clam or its amount. Evidence of conduct or

satements made in compromise negotiations is likewise not admissible. This rue does not

require the excluson of any evidence otherwise discoverable merely because it is
preserted in the course of compromise negotiations. This rule also does not require
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excluson when the evidence is offered for another purpose, such as proving bias or
prejudice of a witness, negativing a contention of undue delay, or proving an effort to
obstruct a criminal investigation or prosecution.

Rue 408 was intended to sweep broadly and “encompasses the whole of the settlement evidence.”
Overseas Motors, Inc. v. Import Motors Ltd., Inc., 375 F. Supp. 499, 537 (ED. Mich. 1974), aff’d,
519 F.2d 119 (6th Cir. 1975). The Rule’s broad sweep was intended to arogate the common- law
requrement that protected satements always be posed hypothetically or specifically offered “without
prejudice.” See Advisory Notes to origina Rule 408. When the applicability of Rue 408 is a close call,
the court should leantoward exclusion. Bradbury v. Phillips Petroleum Co.,815F.2d 1356, 1364 (10th
Cir. 1987).

However, “Rue 408 excludes only evidence of conduct and statements made solely as part of the
settlement negotiations, and not statements and conduct mede at . . . meetings| which are urrelated to
such compromise negotietions.” Trans Union Credit Info. Co. v. Assoc. Credit Servs., 805 F.2d 188,
192 (6th Cir. 1986). Thus, the Court must find that the party seeking exclusion subjectively intended the
satementsto be part of negotiations toward compromise. See Blu-J, Inc. v. Kemper C.P.A. Group, 916
F.2d 637, 641-42 (11th Cir. 1990). Rule 408 also does not apply if the claim at issue is not in dispute.
An actual lawsuit need not have been filed, but there must be “at least an apparent difference of view
between the parties]] concerning the validity or amount of the clam.” Weinstein's Federd Evidence §
408.06, at 408-23 (rev. 1998).

Although it is tenpting to define the existence of negotiations by an objective standard, courts

generally agree that the proper inquiry is whether the person meking the statement believed that the

statement was related to negotiations. See, e.g., Affiliated Mfrs., Inc. v. Aluminum Co. of Amer., 56
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F.3d 521, 528-30 (3d Cir. 1995) (affirming excluson of both a letter between the parties and the
defendant’ s internal memoranda regarding the possibility of settlement). See also Ramada Dev. Co. v.
Rauch, 644 F.2d 1097, 1106-07 (5th Cir. Unit B 1981) (affirming exclusion of architectural report
commissioned by the opposing party to ensure aninformed settlement position). The belief, however, must
be both honest and reasonable; where a statement is made to induce reliance or mede inbad faith, the Rule
will not prohibit its introduction in evidence. Cf. Uforma/Shelby Bus. Forms, Inc. v. NLRB, 111 F.3d
1284, 1293-94 (6th Cir. 1987) (holding that Rule 408 does not protect wrongs committed during the
negotiations thet are unrelated to the subject of the compromise).

The plainlanguage of Rule 408 allows statements made in seftlement negotiations to be introduced
for purposes other than proof of liability or anmount of damages. See Fed. R. Evid. 408 (“This rue also
does not require exclusion when the evidence is offered for another purpose, such as proving bias or
prejudice of a witness, negativing a contertion of undue delay, or proving an effort to obstruct a criminal
investigation or prosecution.”). Accordingly, thedefendant arguesherethet statementsotherwise protected
under Rule 408 can be used for garden-variety impeachment, citingBank card Am., Inc.v. Univ. Bancard
Sys., 203 F.3d 477, 484 (7th Cir. 2000), cert. denied, 531 U.S. 877 (2000). However, thet case does
not support the broad proposition for which it is cited. Bankcard involved a RICO claim between two
sales organizations. The court found that Rule 408 was not intended to permit a party to induce detrimental
reliance on a promise maede during negotiations and then assert corfidentiality when the victimized party
claimed estoppel. 1d. at 484. See also Starter Corp. v. Converse, Inc., 170 F.3d 286, 293-94 (2d Cir.
1999) (same). The application of an estoppel exception to Rule 408 is quite consistert with its goal of

encouraging settlement, as it is difficult to understand how protecting fraud and deception will in any way
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advance parties corfidence in the settlement process. /bid. There is little difference, however, between
use of a statement mede for settlement purposes to impeach the denial of liability, and offering it as an
admission of liability. Asserting thet a statement is offered as impeachment will not alone establish an
exception to Rule 408. The appropriate approach has been established by the Second Circuit: the Court
must weigh the competing policy rationales of encouraging settlement versus the formation of a complete
record to determine whether theimpeaching evidence falls within Rule 408’ sexception. Starter, 170 F.3d
a 293; see also Weingtein's Federal Evidence § 408.08[1], at 408-30 (rev. 2002).

Inthis case, this issue turns on the subjective intent of Dow when it filed its protests. Dow ingists
thet it did so only to pursue the appeals process; the government counters that protests go to the
Examination Divison, not Appeals, and that Dow never intended the protests to be only for settlement
pUrposes.

Dow relies onits assertionsthat (1) it filed the protest solely for settlement purposes; (2) a protest
is not required to litigate a refund, and that there is no other reason to file a protest if not to pursue
negotiation; (3) large corporations usualy protest 80% or more of their audits, and approximately 85% of
those cases are settled; and (4) the initial 30-day letter from the government for the 1989-91 audit cycle
suggests that if Dow woud like a conference with the Regional Office of Appesls, it should file a protest
within 30 days.

The government responds thet (1) Dow' s bdlief, if true, is unreasonable, as it should know that
protests are infact filed with Examination, not Appesls; (2) Dow signed the statementsinthe protest under
oath, suggesting that they were not subject to factual compromise; (3) Dow’ s protests never mentioned an

intertion to settle, even on the last protest filed three nonths before this case was intiated; (4) the
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Examination division had no power to settleDow’ scase; (5) Rule 408 applies only to offers of compromise
that function as an admission of weakness; (6) when Dow did want to protect documents from disclosure
—suchaswhen it negotiated with Appeals in August, 2000 — it clearly indicated that the documents were
“For Settlement Purposes Only.”

The Court is persuaded that Dow reasonably believed that the only avenueto the A ppeals Division,
and thus an opportunity to compromise and settlement the dispute, was by first filingaprotest. Giventhe
undisputedfact that the vast mgj ority of disallowances onlarge taxpayer returns are protested, and the great
mgjority of those protestssettled, itis reasonable to conclude that Dow filed its protests believing thet it was
embarking on the settlement path, leading to the Appeals Division whose mission is “to resolve tax
controversies, without litigation, on a basis which is fair and impartial to both the Government and the
taxpayer and inamanner that will enhance voluntary compliance and public confidence in the integrity and
efficiency of the Service.” IRM 8§ 8.1.3.2(2) (May 19, 1998). The statements, therefore, fall within the
protection of Rue 408, and are not admissible to prove liability or damages.

iv. Time Periods

It is undisputed that the capped loan illustrations, showing positive cash flow even without the
income tax deductions, demondrate negative pre-tax cash flow in the first eighteen years. The Court,
however, does not confineits analysis of thetransactionto isolated blocks of time, but rather evauatesthe
transactionasawhole. CM Holdings, 254 B.R. a 598 (citing ACM Partnership, 157 F.3d at 246). In
CM Holdings, the court looked to the entire 81-year plan, observingthet pre-tax cashflow did “not tumn
positiveurtil the 53rd year of the plan.” 1d. at 629. In Frank Lyon Co. v. United States, 435 U.S. 561

(1978), the Supreme Court upheld a sale- and-lease-back transaction against a sham challenge after
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examining the transaction over its entire 25 years and beyond. Here, Dow did not necessarily expect an
immediate return, but focused primarily on a source of funding to offset future retiree medical expenses.
Positive pre-tax cash flows delayed for eighteen years is consistent with this subj ective business purpose,
and does not render the transaction economically empty.

v. Net Present Value

However, “[i]n transactions thet are designed to yield deferred rather than immediate returns,
present value adjustments are, as the courts have recognized, an appropriate means of assessing the
transaction’ sactual and anticipated economic effects.” ACM Partnership,157 F.3d at 259. The process
of adjustingfor net present value(NPV) consists of discounting future earnings by afactor whichisintended
to reflect the time-value of money. Myers, Tr. at 3306-08; Plotkin, Tr. at 4024. The choice of an
appropriate discount factor depends on the purpose of the inquiry. Here, the government points to the
November 11, 1988 Great Westillustration, as adjusted by Sayre, and demonstrates that plan produces
apositive net present value cash flow absent tax deductions at discount factors below 4.69% and negative
cashflow at discourt factors above thet rate. The government contendsthat the appropriate discourt rate
to apply was upwards of 9% as reflected by Moody’ s corporate average of investments, which also
happened to be the rate used to determine the policy variable credited rate.

The Court is not persuaded that this analysis provides a reliable basis to determine the economic
substance of an insurance plan. As explained by Dr. Myers and Dr. Plotkin, NPV analyses are useful in
comparing investments and in evaluating a corporation’ s investment against its cost of capital. However,
since the cashinvested in an insurance policy builds up tax free (if it is paid out as adeath benefit), Moody’ s

corporate average does not furnishan equivalent bags for comparison. According to Dr. Myers, the tax-
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free inside build-up feature of life insurance justifies a lower discount factor. He calculated aNPV of $76
million at the inception of the Great Weg plan inMay 1988. This demonstrates a substartial, non-tax
benefit enjoyed by Dow.
vi. Inside Build-up

Inits alternative argument, the government adoptsthe approachit took inthe previous COLI cases
and attemptsto isolatethe potential economic benefits which come from cash value lifeinsurance consisting
of death benefit proceeds and return as inside build-up. As to the latter element, the government’'s
argument hinges onthe premise thet Dow intended to operate the Great West plan onaminimum payment
strategy and thereby strip all excess cash fromthe policies. Had it done so, Dow likely would not have
realized any substantial gain fromthe inside build-up. This infirmity existed in the previous COLI cases.
See, e.g., AEP, 136 F. Supp. 2d at 787-88 (“[ T] he plan contermplated thet literally every pemy of inside
buildup would be used to support policy loans.”). This Court has already determined, however, that Dow
did not intend to operate its policies in that fashion. Over the life of the plan, Dow stood to realize

substartial economic gain from tax-free inside build-up returned in the form of death benefits.
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vii. Mortality Features

The government’s argument that Dow could not expect to profit from death benefit payments is
based onthe contertion thet the Great Wes planwas" mortality neutrd,” atermwhich the government has
invented to mean that the cost of insurance paid will equal the death benefits awarded upon the deaths of
all of theinsured lives.® The government contends that “ mortality neutrality” renders this aspect of a life
insurance plan a sham. On its surface, the Court finds this argument somewhat curious and quite
provocative, since it potertially coud invalidate all forms of group life insurance. Virtually all insurance
policies are designed prospectively sothat the cost of insurance equates with the death benefit paid. Infact,
the cost of insurance will generally be more than the death benefit because the insurance conpany needs
to meke a profit. That is the objective of actuarial calculations of mortality statistics in pricing.
Consequently, al insurance policies are “designed” to be “mortality neutral,” if not “mortality negative”
(from the standpoint of the insured), on a prospective basis. Whet the insured purchases is protection
against the risk of premature death. Therefore, the validity of lifeinsurance, at least from atax standpoint,
is determined by whether there is genuine risk-shifting. See Helvering v. LeGierse, 312 U.S. 531, 539-
542 (1941) (recognizing that “insurance involves risk-shifting and risk distributing”). The risk component
of the COl is the cost of assuming the risk, at the beginning of the policy period, that the actual deathrates

of insureds inacertain block of businesswill vary from the expected degth rates predicted by the actuary.

*The experts questioned on the subject agreed that “mortality neutrality” is not atermor
concept recognized by actuarial science. Hickman, Tr. at 2934- 35; Plotkin, Tr. at 4057; Bartlett, Tr.
at 4784-85.
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In the three prior cases, couts found thet the COLI plans were flawed because of devices
designed into the plans that diminated the transfer of risk. Those courts thus adopted the government's
terminology and found that the plans were “mortality neutral” when, after the relevant period, usually a
year, the cost of insurance (COI) and death benefitswere “trued up” retrospectively. Thet is, whenthere
is an agreement contained in the plan to make payments after the conclusion of a policy year so that the
COl equalstheamount paid out in death benefits; risk is eliminated and, asinsurance, the COL | transaction
iseconomicallymeaningess. See Winn-Dixie, 113 T.C. at 268-69, 285; CM Holdings, 254 B.R. at 632-
35; AEP, 136 F. Supp. 2d at 777, 787-88.

Asnoted earlier, the Great Wed plan did not contain a 100% retrospective payment mechanism
In arguing otherwise, the government refers to the RFP in which Dow prescribed thet its plan be fully
experience-rated, Great Wed’ s conservative pricing, and the contractual right of Great West to increase
the spread onthe X-Rider to account for prior years unfavorable mortality experience. There was also
adividend feature built into the policies thet required Great West to “share” favorable mortality experience
withthe policyholders. The dividend payment was a form of retrospective adjustment, but it was not, nor
coud it have been, a 100% “true-up,” since Dow’s Great West policies were part of apool which shared
mortality experience. All of the other mechanisnms constituted prospective adjustments, and, although they
were designed to fine tune the risk allocation going forward, they did not eliminate past risk transfer asdid
the plansin 4AEP and CM Holdings.

Itis not inconceivable that mortality pricing could, in some cases, be so conservative that practical

risk transfer does not exit. In this case, however, Great West's mortality pricing was based on a
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standardized mortality table, and there is no evidence thet its pricing was commercially unreasorable. The
Great West insurance policies were not “mortality neutral” as thet term is used in the prior COLI cases.

The plaintiff has demonstrated, by apreponderance of the evidence, thet its COL | planwith Great
West caused practical economic effects apart from the income tax deductions thet were corsistent with
Dow' s stated purpose for entering into the transaction. This plan was not an economic sham

b. MetLife COLI Plan

The government smilarly contends that the M etLife plan is bereft of economic substance, based
on prepurchase illustrations which show negative cash flow without the tax deductions for policy loan
interest on bothan absolute and net present value basis. The government also reasserts its contertion that
the MetLife COLI plan is “mortality neutral” so that Dow could not profit from the payment of death
benefits, and that Dow intended to strip all excess cash fromthis plan as well.

i. Illustrations

As with the Great West plan, there were prepurchase illustrations describing the MetLife COLI
planwhich showed positive pre-tax cash flow, athough not in the first severteen years of the policy when
it is undisputed that the acquisition strategy called for maximum borrowing and partial withdrawals. As
noted above, after Michigan law changed in the beginning of 1991 concerning an enployer’s insurable
interest in lower level employees, Dow reactivated its COLI task force. Clark/Bardes furnished several
proposals and salesillustrations throughout the spring of that year, althoughin June it became apparert that
Dow woud likely enter alternative minimumtaxpayer (AMT) status. Dow’ s treasurer, Howard Burdett,
testified, however, that the loss of tax deductions that would accompany AMT status, at least in the near

term, was not enough “to offset the benefitsthat COL I would bringto Dow longterm.” Tr. at 1415. Dow
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was thus examining the progpect of generating cash through the COL I plan after the acquisition phase of
the policy and viewed the performance of the plan over its whole life.

Presertations were made to Dow by several insurance companies at an August 1991 mesting in
Washington, D.C., and inSeptenber Clark/Bardes furnished illustrations of the M etL ife plan showingboth
capped and uncapped loans, which has cone to be known as “ Scenario 1" and “Scenario 2.” In early
October 1991, Dow received additional illustrations showing positive cash flows. These were identified
at trial as “Case 23" and “Case 24,” the difference between the two being the uncapped (Case 24) ad
capped (Case 23) loan strateges that were illustrated. These were single-employee, age-specific
illustrations and demonstrated positive cash flow aosent the income tax deductionsfor policy loaninterest
over thelife of the plan, as noted above. Case 23 called for a borrowed credited rate of 8.68% inthefirst
eight years, increasingto 9.2% thereafter; the loan rate was 9.45%, which closely approximated Moody’ s
Corporate Average. The unborowed credited rate was 5.5% in the first seventeenyears, increasingto
8.75% thereafter when, according to the illustration, partial withdrawals ceased and cash would have to
be paid into cover loaninterest charges. Theage-specificillugtrationshows cashflow ret of tax deductions
totding $213,262 on a single life (age 40) over the 60-year life of the policy. The fina census on the
MetL ife policy after the union employees were added was 17,061 individuals, which yields a positive pre-
tax returnin the whole plan of over $3.6 hillion.

The government acknowledges these facts, but arguesthat Dow did not actudly intend to operate
the policy in this fashion, and further observes thet the pre-tax cashflow is negative ona NPV basis at

certain discount rates.
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ii. Loan Strategy

Asnotedabove, the plaintiff’ s witnesses testified thet borrowing strategy for the M etLife policy was
the same as for the Great West policies: to cap loans at $50,000, and, given the Court’s findings with
respect to the Great West policies, the Court hes little trouble concluding thet Dow’s initial plan wasto
operate the MetL ife policy as the Case 23 illustrationdemondrates. JohnRyanfromMetL ife corroborated
the interntion to pursue this strategy, as described by Falla, White and Burdett of Dow. The higher
unborrowed credited rate begnning inyear eighteen, whichwas negotiated by Dow, is consistert withthis
operationd drategy. The Memorandum of Understanding (MOU) limited Dow’ s right to withdraw cash
in the later years, but this limitation woud not necessarily discourage investment in the policies. Rather, it
simply required a cash management planlooking forward four years. And the observations onthe adverse
tax consegquencesof borrowing above the $50,000 limit and withdrawing above basis made asto the Great
West policies apply with equal force here.

iv. Net Present Value

The government called Dr. James Hoag, an economist, to testify to his cacuations of the NPV of
the MetL ife policy. He used an early composite illustration and applied Moody' s Corporate Average as
adiscount factor, and concluded thet the pre-tax NPV of the planwas negative. Hoag then analyzed Case
24 and concluded thet the M etLife programwould not generate a positive NPV at any discount rate. The
plaintiff’ s experts, Dr. Myersand Dr. Plotkin, explained thet this anelysis failed to take into corsideration
the tax-free nature of the inside build- up in cash-value insurance policies, as noted above. Using Case 23,
Myersestimated that the NPV of the “investment leg” of the M etL ife planwas approximetely $370 million

at inception, and the NPV of the “borrowing leg,” which included the value of the tax deductions, was
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$15.1 million. Myers, Tr. at 3328-30, 3333-34. Myers did not use Moody' s corporate average as a
discount rate, because he concluded that it was not reasonable to compare this insurance planto general
corporate investments subject to income taxation. Moreover, even using the defendant’s method of
discounting, the MetLife policy, asillustrated by Case 23, yields a positive NPV absert policy loanincome
tax deductions at discount rates below 7%. Hoag, Tr. at 6391-92. Once again, this analysis demonstrates
a substantial non-tax benefit to Dow over the life of the plan.
v. Inside Build-up

Inthe MetL ife plan, Case 23 beliesthe government’ s contention thet there was an intention to strip
the policy of itscashvalue through continued borrowing and partial withdrawals above basis. Infact, Dow
witnesses acknowledged that cash woud have to beinjected into the plan after the seventeenthyear. The
higher unborrowed credited rate provides a substartial return, especially considering thet the ingdebuild- up
occurs tax free. When applying the two-part analysis from the other COLI cases which focus on the
financid benefits of cash valuelife insurance, the Court concludes that there is no failure of proof thet Dow
woud enjoy a financial advantage from the cash value accruing on the MetLife policy.

vi. Mortality Features

Themethod of calcuatingthe COI inthe MetL ife policy is derived from the terms of thepolicy itself
whenread together withthe MOU. The government argues thet the policy was desigred to be“ mortality
neutrd, if not virtually mortality riskless,” Def. Post-trial Br. at 22, because the planwas experience-rated,
MetL ife refunded mortdity dividends on an annud basis, and MetL ife reserved the right to increase COI

chargesto recoup lossesif claims for death benefits exceeded COI charges. Asindicators of aneconomic
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sham, these arguments fall wide of the mark. None of these features by themselves or in combination
constitute a 100% true-up mechanism, that is, a “full paid loss retro.”

The MetLife policy was experience-rated prospectively, in the sense thet the mortality statistics
used to calcuate the COI were derived fromDow’ s actual experience that Gary Lake conmplied. The
dividend feature, common among group life insurance contracts according to the plaintiff’ s experts, see,
e.g., Plotkin, Tr. at 4038, 4047, was a benefit to Dow, but it did not transfer risk away from MetLife.
MetL ife's contractual right to adjust the COI going forward to recoup losses cause by benefit payments
thet exceeded COI was limited by the stop-loss provision. Once again, the witnesses generally agreed that
stop-loss provisons are standard experience-rating mechanisms common in group life insurance
administration. Yau, Tr. at 1987; Rogalski, Tr. at 2456; Plotkin, Tr. at 4050; Bartlett, Tr. at 4925.

Thegovernment contends that theM et L ife policy was conservatively priced. However, theparties
experts agreed that Charles Yau's decision to use Dow’s actua mortaity experience in setting the COI
rates was reasorable and actuarially sound. See Rogalski, Tr. at 2454; Hickman, Tr. at 2961, 2968;
DesRochers, Tr. at 3648-49; Bartlett, Tr. 4761; Sayre, Tr. at 6048. Yaudeveloped anortality schedule
based on this data and converted it into the COI rates reflected in Attachment 2 of the MOU. Yau, Tr.
at 2012-13. He did not add any additional margin. Nor was the price for the stop loss, 2.2%, an
unreasonable charge thet diminated the transfer of risk. Yau actually calculated the appropriate chargeto
be 2.71%, with .71% representingthe cost of assuming the risk that annual deaths would exceed the 115%
stop-loss limitation (calculated at a 10% probability), and 2% representing profit and return on capital.
Through negotiations, the parties agreed onthe 2.2% figure. After receivingarevised census with specific

age cells approximatel y one month after the agreement was executed, Y au recalculated the risk exposure
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and discovered that there was actually an 18% probability thet death benefits would exceed 115%, and
therefore the stop-losswas underpriced. Further, thisfiguredid not account for catastrophicloss, for which
MetLife actually purchased reinsurance.

The defendant’ s expert, Dwight Bartlett, opined that the stop loss was actually greater than 115%
and therefore the likelihood of Dow profiting from mortality, that is, receiving benefits in excess of COI,
was extremely remote. Bartlett reached this conclusion, however, by adding the 2.2% retention charge to
the stop-loss amount, thereby recalculatingthe stop-lossat 117.2%, which contradicted the expressterms
of the MOU, see JA08, and effectively eliminated MetL ife’ sprofit becausethe 2.2% would not be available
for its intended purpose. Bartlett also contended that Y au should have adjusted the COI charges to
account for an improving mortality trend among the general population over time. However, Y au used
Dow’ sactua mortality satistics; he characterized the data as the best mortality information he ever had in
pricingacase Yau, Tr. at 2365.

Asnaoted earlier, the Court condudesthat the mortdity features of the M etL ife plan congtituted the
actual transfer of risk, were reasonably priced, and did not contain a 100% retrospective adjustment
mechanismthet rendered the transaction a sheam

c. Conclusion

The Court finds that Dow has established by a preponderance of the evidence thet bothits Great
Weg and MetLife COLI planswere imbued with economic substance. The plans had substantial effects
onthe beneficial interest of the taxpayer apart fromthe incometax deductions. Although, from asubjective
standpoint, tax deductions were discussed and considered by Dow’ s COL | task forces, focus on the tax

deductionsthenmselvesdid not predominate. Inthisrespect, thiscase differsmarkedly fromthe prior COLI
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cases in which “the marketing information presented to [the other taxpayers] executives showed thét,
absert tax deductions, the planwoud lose money], but they] agreedto the plan knowing the tax deductions
were the only thing thet mede it worthwhile.” 7n re CM Holdings, 301 F.3d a 103. Dow’s COLI plans
are not economic shans.
2. Shams in Fact

In deciding whether a transaction is a shamin fact, the Court examinesthe nature and form of the
transaction to determine what actually occurred. In making this assessment, the Court “will ignore
accounting tricks and other transactional artifices.” CM Holdings, 254 B.R. at 600 (quoting Peerless
Indus., Inc. v. United States, 1994 WL 13837 at *4 (E.D. Pa.), aff’d, 37 F.3d 1488 (3rd Cir. 1994)).
The Court considers whether appropriate businessformalitiesare employed, industry customsand practices
are followed, and there is compliance with relevant commercial norms.  Thus, paper transactions which
solely attempt to create deductible losses or expenses are not recognized. Woolford Realty v. Rose, 286
U.S. 319, 330 (1932) (statingthat “[t]he mind rebels against the notionthat Congress.. . . [was] willingto
foster an opportunity for juggling so facile and so obvious”). But transactions involving two or more parties
which are grounded in commercia custom and have present or future economic consequence to one or
more parties will be recognized. See CM Holdings, 254 B.R. at 600 and cases cited therein.

a. Policy Loans

In this case, the government revives the argument presented without success in the three previous
COLI cases that the policy loans in both of Dow's plans are factud shans because they were
“simuitaneous netting transactions” which were “sourced” from the very premiums paid by the proceeds.

The government characterizes the loans as “cashless’ and “circular,” existing only “on paper” for the
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purpose of generating the tax deductions that fueled COLI plans. The policy loans in this case took the
form of the loans in the previous cases: in the first three years of each of the plans, Dow would receive a
bill fromthe insurance company thet netted the premiumand interest charges against the proceeds of aloan
that was made on the first day of the policy year, leaving a relatively smdl baance to pay in cash. The
premum payment created value in the policy, whichwas used as security for repayment of theloan. Inthe
MetL ife plan, for example, the gross annual premium for thefirst year was $170,510,000, the policy loan
that year was $158,756,000, leaving a cash payment from Dow to MetLife of $11,754,000, or
goproximatey 0.68% of the gross annud premium. The government contends thet as further evidence of
the sham character of this transaction, the interest rate (indexed to Moody' s Corporate Average) was
excessve and set in a collusive manner, and the loans were “backdated.”

These arguments have beenrejected by courtspreviously, and the same resut obtains here. Policy
loans are not made from the cash contained in theinsurance policy. Rather, “[i]t isthe longstanding custom
and practice in the insurance industry thet policy loans are deemed as made from the genera funds of the
insurance company, with the policy value serving only as collateral.” AEP, 136 F. Supp. 2d a 780; see
also Stip. 1 24; McGilll, Tr. at 5093-94. Consequertly, the fact that there is no value on the first day of
the policy until the premiumis paid does not affect the validity of the insurance company’ s act of advancing
sums fromits general funds to pay the premium, or in taking as collateral the policy value that results from
the payment of that premium The loan created actual indebtedness on the books of Dow (and a
corresponding asset for the respective insurers), which was repaid from death benefit proceeds as the
insureds died: the death benefit was reduced by theamount of the loan and unpaid interest. The use of a

netting transaction in this instance did not meke the loans asham. The IRS itsdlf regularly utilizes netting

-111-



transactions when allowing taxpayers to apply refunds from prior years to the payment of currert tax
obligations as shown on tax returns. The use of the device with loans is no differert, or any lessvalid. As
the Third Circuit noted, “[d] circular netting transaction, where different loans and payments are deemed
to occur simuitaneously (and thereby offset each other), is not by definition afactual sham. As the District
Court pointed out, the simuitaneous netting of the payment and the loanwiththe policy value as collateral
that occurred in years 1-3 is common in the industry, and is a transaction with economic substance.” In
re CM Holdings, 301 F.3d at 108.

The interest rate on policy loans in both plans was variable, indexed to Moody’s Corporate
Average (a composite average of the full range of investment grade debt instrument interest rates), and
subject to a fixed spread between that rate and the credited rate on the cash value in the policies. In the
prior COLI cases, the policyholders were given a choice of loan rates and universally chose the highest,
whichwasreferred to as “Moody’ s Baa Enhanced” rate, indexed to the lowest-rated corporate bonds,
rated BAA. Although a higher interest rate would normally be adverse to the borrower’ sinterest, it had
no practical effect in those cases because of the fixed spread, and served as evidence of a collusive
arrangement to drive up interest rates for the sole purpose of increasing the tax deductions for interest
payments. In CM Holdings, the government’ s experts testified that indexing the loans to Moody’ srating
of the riskiest corporate grade debt instruments was not reasonable. Two of the government’ s expertsin
this case also testified in CM Holdings; when asked here what would have been an acceptable variable
loaninterest ratefor COLI palicies, “Bartlett and M cGill testified an appropriate interest ratefor Camelot’ s

policy loanswould be Moody' s Corporate Average.” CM Holdings, 254 B.R. at 605. Other government
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experts in this case testified that the appropriate rate would be the short-termbond index. Pudlisi, Tr. at
5230-32, 5239-41; Hoag, Tr. at 6200-01.

The Court finds that the policy loanrateswerereasonable and commercialy acceptable. Moody’s
Corporate Average is the rate referenced in the NAIC Model Policy LoanInterest Rate Bill, the relevant
Michigan statute (Mich. Comp. Laws § 500.4023), the proposed Pryor/K ennelly legislation (H.R. 4389,
101st Cong,, 2d Sess. §1(a) (1990); S. 2722, 101st Cong, 2d Sess. § 1(a) (1990)), and the Health
Insurance Portability and Accountability Act of 1996 (now codified at IRC § 264(g)). J1256; J1270;
DesRochers, Tr. at 3596; Puglisi, Tr. at 5255-56, 5258, 5260. The variable loan interest rate under the
Grea Wes and MetLife policies did not exceed the maximum variable policy loan interest rate provided
by theNAIC Mode Policy Loan Interest Rate Bill or Michigan Compiled Laws 8 500.4023. TheMetLife
policy allowed the policyholder on a policy anniversary date to elect for future policy years a fixed loan
interest rate of 8% in lieu of the variable rate based on Moody' s Corporate Average. The Great West
policies provided for no such election. Stip., §121; J408, JA09. Dow did not elect the fixed 8% interest
rate under either M etLife policy at any time. Thevariable rate thet it paid turned out to be above thet rate
in policy years one, two, and four, but below that rate in policy years three, five, six, and seven. Stip. at
9 123; Hoag, Tr at. 6472. Moody’s Corporate Average as a borrowing rate for policy loans is a
traditional and regulatory favored variableinterest rate. Thereason for this is that this interest rate issmilar
to that which the insurance comparny might otherwise expect to garner from other investments, and
therefore the use of this rate decreases the sensitivity of the insurance company’ s financial statemernts to
policyholder borrowing. Plotkin, Tr. at 4085-86; DesRochers, Tr. at 3596-97, 3598; Bartlett, Tr. at

5022-23; Sayre, Tr. at 5824, 5926; Todd, Tr. at 607, 636-37; Laeyendecker, Tr. at 1154. A variable
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loan interest rate equal to Moody' s Corporate Average is commonly used for policy loans in the life
insurance industry. Plotkin, Tr. at 4085-86; Bartlett, Tr. at 5022-23; Puglis, Tr. at 5290; Sayre, Tr. at
5905-06.
The plaintiff has established by a preponderance of the evidence thet the policy loans were real
transactions consistert with commercial norms, and therefore were not factual shams.
b. Partial Withdrawals
The government also contends that the partial withdrawals in yearsfour through seven of the Great
West policies and the MetL ife policy, used to pay policy premiums, were shansin fact. It compares the
partial withdrawals to the loading dividends that the district courts found to be factual shans in CM
Holdings and AE P because of the circuar and unconventional nature of the structure of those paymernts.
The Third Circut disagreed with the district court’ s holding in CM Holdings and concluded indicta thet
“[t] e loading dividends of years4- 7 were [ | Imuitaneous netting transactions thet ‘ actually occurred,” and
are therefore not factual shams.” 301 F.3dat 108. Moreover, the courtsin both CM Holdings and AEP
found thet the partial withdrawals inthose caseswererea. CM Holdings, 254 B.R. a 618-19; AEP, 136
F. Supp. 2d at 785 (“The government initially claimed thet these partial withdrawals were factual shams
but did not include that claim in its post-trid brief. Be that as it may, the court concludes that these
withdrawals were real.”) This Court finds thet the comparison of the partial withdrawals in this case with
the loading dividends in the prior cases is inapt, but also finds an important and materid difference in the
features of the partial withdrawals of the Great Wes and MetL ife policies which distinguishes them from
their counterparts in the policies in CM Holdings and AEP, and compels the conclusion thet they are

factual shams.
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A partial withdrawal is a means of accessing the cash value in a life insurance policy. Theright to
meke a partial withdrawal, however, is entirely dependent on the terms of the insurance contract. In CM
Holdings, the policy placed no limit on the amount of the policy value that could be taken; however, in
years four through seven there was no net equity at the beginning of the policy year because all of the cash
value was encumbered as security for loans. 254 B.R. a 618. This did not present an obstacle to the
transaction because although the partial withdrawal lowered the policy value and the corresponding loan
limit, the proceeds from the partial withdrawal were not used to pay premium but rather were applied to
the loan balance by paying accrued interest. 7bid. 1t dso reduced the death benefit. The source of the
partial withdrawal was existing policy value, albeit encumbered value, which could be accessed according
to the terms of the insurance contract.

In this case, on the last day of each of policy years four through seven, the cash value of Dow’s
Great Wes and MetLife policies was fully encumbered, yielding virtually zero net equity. Nevertheless,
inthe fourththrough seventhyears of the Great Wes plan and the fourthand fifth years of the MetLife plan,
Dow made partial withdrawals thet exceeded the premiums dueinthose years. DesRochers, Tr. at 3728-
29; Ex. D777. The partia withdrawals were acconplished through a circuar series of interdependent
transactions in which (1) the gross premium was deemed paid; (2) the deemed payment of the premum
created cash value; (3) Dow mede a partia withdrawa of the cash value; and (4) the partial withdrawal
was used to offset approximately 90% of the premium and accrued loan interest. DesRochers, Tr. at
3730-32; McGilll, Tr. at 5154-55; Sayre, at Tr. 5613-16. The partial withdrawal transactions under the
MetLife programwere carried out through simultaneous netting transactions. DesRochers, Tr. at 3732.

Great Westand Dowintroduced aone-day time lag into the partial withdrawal transactions under the Great
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West plan, whereby transactions occurred on separate days but Dow did not lose any interest as a result
of being out of funds overnight. Todd, Tr. at 848-49; Burdett, Tr. at 1622-25; McGill, Tr. at 5155-56;
Ex. J448. Sending funds to Dow via wiretransfer so that the fundswere received onthe same day Dow's
previously- mailed check cleared neutralized the effect on Dow’s bark account at the end of the day,
justifying the characterization of the transaction as “smultaneous’ for the purpose of thisinquiry.

The problem with these transactions does not sem from the practice of netting the withdrawals
againg the premium obligation. Rather, the transaction was a sham because there was no vaue in the
policy that could be withdrawn to pay the premium, according to the limitations in the respective insurance
contracts. Unlike the policy loans, which were made from the insurance company’s general funds, the
source of the partia withdrawals must be the accessible cash value in the policies themselves. The Great
West policies included a Partial Withdrawal Provision Amendment, which stated:

By written request, the Owner may meke partial withdrawals form the cash value of the

Additional Paid-Up Life Insurance Benefit Rider, herein called the “Rider.” Partial

withdrawals will be limited by the amount of any outstanding loans and loan interest

due at the end of the Rider year.

Ex. J1147,atCBTX 020204 (enphasisadded). Similarly, the MetL ife policy contains apartial withdrawal
provison which limits the availability of funds in the policy:

The Employer may request apartial Cash Withdrawad of at least $10,000. The available

Cash Surrender Vaue will be determined as of the date M etropolitan receivestherequest.

.. . The maximum amount available for a partid Cash Withdrawa is the smdller of the

Cash Surrerder Value less the future Monthly Deductions up to the next Policy
Amiversary Date or the Cash Surrender Value minus $1000.

Ex. J593, at A014130-31. “Cash Surrender Value” is defined as “the Cash Value, less any Loan and

Loan Interest. 1t is dso the sum of the Accourt Values applicable to all insured Employees.” Id. at
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A014122 (emphasis added). Thus, in both plans, the insurance contracts limited the funds available for
partial withdrawal to unencumbered cash value.

Since the unencumbered cash value in the policies at the beginning of the fourth through seventh
yearswas zero, there was nothingavailable to withdraw or to offset against the premium obligation. There
was no basis upon which the premiums for that year could be “deemed” paid, except for the 10% thet did
not look to the partial withdrawal as the source of payment. The “payment” of 90% of the premiumwas
not real, since it essentially came fromnothing. That portion of the transaction in each plan, therefore, was
ashamin fact.

¢. Backdating

Because the insurance policies under both of the plans were delivered and the final censuses
determined after the agreed effective dates of the respective policies, the government contends that
calcuating interest onthefirst-year policy loans fromthe effective dates of the policies, rather than the final
issuedates, corstituted backdating the loans. The government argues that the interest paid (and deducted)
for thet interim period constituted phantominterest, since there was no debt obligation that required an
interest payment. Asnoted earlier, the government mede a Similar argument in A EP, where the company
entered into a prepayment agreement with the insurer that provided for temporary coverage from the
application date to the date the policy was issued. However, there was an explicit provison in the
prepayment agreement freeing AEP of the obligation to pay loan interest, and the insurer from crediting
interest to policy values, urtil the policies were actually issued. See AEP, 136 F. Supp. 2d at 781. When
the policies were issued, they were backdated to the application date, as were the loans. The court found,

however, that the insurer had not advanced any fundsduring the interim period, nor was there any insurance
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policy in existence that could have served as loan collateral. 7bid. Finally, the policies were transferred
to a grantor trust which did not even exist during the interim period, but thereby becanme liable for an
interest obligationthat preceded itsexistence. Id. at 782. The court found theloans and interest obligation
during the interim period to be factual shans. Ibid.

Dow argues that the circumstances in this case differ fromthose in 4 EP because of the express
agreement between Dow and the two respective insurers to begin coverage under the policies as of the
application dates, despite the need to refine the employee census and engage in other underwriting tasks
thereafter. Since coverage began on the application date, so did the obligation to pay a premum, which
all alongwasintended to be financedinthe first year by a maximum policy loan; consequently, the argument
goes, there is no phantominterest since there was a rea debt obligation during the period between the
application date and the date of final issue.

Michigan law does not prohibit aninsurer fromagreeingto make life insurance coverage effective
at any time, aslong as the period does not precedethe application date by Six months. See Mich. Comp.
Laws 8§ 500.4046 (“No policy of life insurance other than industrial life insurance shall be issued or
delivered inthis state if it contain[g] . . . [a] provision by which the policy shall purport to be issued or to
take effect as of a date more than 6 months before the application therefor was made, if thereby the
premum on such policy or contract is reduced below the premum which woud be payable thereon as
determined by the nearest birthday of the insured at the time when such application was mede.”). The
Court of Appeals for the Sixth Circut, applying Michigan law, hes held that an agreement between an
insurer and insured which provides thet life insurance coverage is effective on the application date is one

that the courts must honor, and it fixes the obligation as to when premums are due. New York Life Ins.
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Co. v. McConchie, 264 F.2d 17, 19-20 (6th Cir. 1959) (reversang lower cout’ s reformetion of policy
to reflect as effective date the delivery date of the policy). “The parties had the right, even in the absence
of a provision in the application, to agree onthe effective date of the policy.” Id. at 19. The plaintiff' s
witnesses testified in this case without substartial contradiction theat it is custonary in the life insurance
industry to meke a policy effective on the application date if the policy is ultimetely issued, and to charge
a premum fromthe effective date. Lake, (1/16 am) Tr. at 546-47; Todd, Tr. at 740-42; Ryan, Tr. at
1915; Dykhouse, Tr. at 2766-67.

Inthis case, after Dow had chosen Great West as the insurer for its 1988 COL | plan, it sernt Great
West acensus tape with pertinent informetionon 4,359 eligible insreds. Ex. J215; Todd, Tr. at 726-27.
This occurred on April 20, 1988. In May, Dow and Great West entered into an agreement, entitled
“Applicationfor Insurance,” which provided Dow, under certain conditions, temporary insurance covering
approximately 4,000 employeeswhile individual policiesfor these employeeswere processed. However,
the agreement provided that once processed, the policies would be effective from the “Common Due
Dae.” Ex. J231 (“It is understood by the parties that each qualified employee will make an individual
application for alifeinsurance policy (* Policy’) for whichDow . . . will be the beneficiary and have dl rights
of ownerghip. . . . All Policies will be issued with the same policy date, which will be the Common Due
Date...."). The Applicationdefined the Common Due Date as*the date this applicationis sgned by both
parties.” Dow executed the ApplicationonMay 9, 1988, Great Weg executed it on May 10, 1988, and
the policies defined the Common Due Date was May 9, 1988. J231.

The application required the payment of an “Advance Premiun’ inthe amount of $2 million, which

was"5% of the estimated annual premiunt’ under the individual Great Wes policies. The application stated
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that “[u] pon issuance of aPolicy as of the Common Due Date, the premiums under this application should
be considered premiums under such Policy.” Great West and Dow had agreed that the first premiums
under the individual policies would be credited to cash vaue and earn inside build- up from the effective
date of the policies. The first premiums under the Great Wes policies in fact were credited to cash value
and earned ingde build-up from the Common Due Date. J239; Todd, Tr. at 888-90. Great Wes ad
Dow also agreed by the date of the application thet the first premiums under the individual policies would
be financed by policy loansto the maximumextent permitted by the policies as of the Common Due Date.
Falla, Tr. (1/8 p.m) at 32-33; White, Tr. (1/10 p.m) at 22-23.

The policies were actually issued on June 20, 1988. Todd, Tr. at 738-40; J259. Dow paid the
intial premiums due onMay 9, 1988 using a combination of cash ($2 million) and a maximum loan. Todd,
Tr. at 895-96; Ex. J312. OnJune 20, 1988 Great West delivered specimen policiesto Dow. By October
12, Great West beganto reconcile the consentsit had received with the 4,393 policies’ delivered to Dow
inJure. InNovember 1988, Great Wes discovered aclerical error made in connection with the specimen
policies delivered to Dow in June 1988. As aresult, Great West had to reprint the specimen policies to
reflect the correct guararteeissue extras. Ex. J295; Todd, Tr. at 740-42.

For the MetL ife plan, Dow applied for group life coverage on October 31, 1991. MetLife and
Dow agreed by thenthat the first premium under the M etLife programwoud be credited to cash value and
earninside build- up fromthat date. Thefirst premums under the MetL ife policies infact were credited to
cash value and earned inside build-up from October 30, 1991. Ex. J643; Ex. J683. MetLife and Dow
also agreed that any group policy issued to Dow woud cover up to approximately 18,000 employees, thet

the first-year premium woud be financed with maximum policy borrowing, thet the variable policy loan
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interest rate would be set in reference to Moody’s Corporate Average, and that the coverage and loan
would be effective from thet date if a policy was uitimately issued. By October 30, 1991, the essertial
terms of the loan already had been specified. MetLife agreed to estimate the premum due and loan
available by using Dow’ siinitial census of the ertire population eligible for insurance in October 1991. Exs.
J555, J559, J565, J577; Ryan, Tr. at 1692-94, 1750; Burdett, Tr. at 1460; Lake, (/16 am) Tr. at 547,
505-06, 515. It appears that the second policy issued for union employees was issued separately solely
as an administrative convenience because the total number of insureds came within the original 18,000
contenplated by Dow and MetL.ife.

Because the adminigtrative processing of the consents was not complete by October 30, 1991,
Dow and MetLife determined that Dow should pay an estimated premium based on the number of
estimated insureds and then would receive a premium adjustment for any employeeswho did not consert.
J560; Ryan, Tr. at 1915, 1941. Ina Menmorandum of Record dated October 14, 1991, John Ryan of
MetL ifewrotethat Dow decided 18,000 employeeswould be covered under agroup plan with an effective
date of October 31, 1991, even though the policy would be issued in December 1991. J564; Ryan, Tr.
at 1689-90, 1698-99, 1826. When the final loan amounts were calculated, the initial premium payment
dated October 30, 1991 was more than the amount necessary to cover the unfinanced premium Burdett,
Tr. at 1463; Ex. J637; Ex. J643.

The Court is satisfied thet the plaintiff has established by a preponderance of the evidence that
bilateral obligations were created between Dow and its respective insurers as of the application dates for
both programs. Insurance was issued, premiums were paid by real loans, policy value was created, and

ingde build- up was credited againg the cashvalue created by the premiumpayment. The loans taken to
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finance the premum paymentsfromthe application dates were thus real debt obligations onwhichinterest
was due and paid. The loans as they were outstanding between the application and issue dates in both
programs were not factual shans.
B. IRC Section 264 (4-of-7 Safe Habor)
Asnoted earlier, in 1964 Congress limited the deductibility of interest on loans used to finance the
purchase of life insurance. The controlling statute is 26 U.S.C. § 264, which states in part:

(& No deduction shall be allowed for —

(3) Except as provided in subsection (c), any amount paid or accrued on indebtedness
incurred or continued to purchase or carry alifeinsurance. . . contract (other than a single
premium contract or acortract treated as a single premium contract) pursuant to a plan of
purchase which contermplates the systenetic direct or indirect borrowing of part or all of
the increases in the cash value of such contract (either from the insurer or otherwise).

(c) Exceptions.--Subsection (a)(3) shall not apply to any amount paid or accrued by a
person during a taxable year on indebtedness incurred or continued as part of a plan
referred to in subsection (a)(3) —

(2) if no part of 4 of the annual premiums due during the 7- year period (beginningwiththe
date the first premum on the contract to which such plan relates was paid) is paid under
such plan by means of indebtedness. . . . For purposes of applying paragraph (1), if there
is a substartial increase in the premums on a cortract, a new 7-year period described in
such paragraph with respect to such contract shall commence on the date the first such
increased premium s paid.

26 U.S.C. § 264 (1991).

" The 1998 amendments to this statute moved subsection (c) to subsection (d). See Pub. L.
105-206, § 6010(0)(1) (1998).
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The plaintiff insists that the financing designs for the purchase of bothits COL 1 plans complied with
all the requirements set forthinthe exception to the general rue prohibiting deductions for interest onpolicy
loans. In arguing against this contertion, the government mounts an attack on severd fronts. Firs, the
government observes that for Section 264 to apply at al, the contract must be a * life insurance contract”
as defined by the IRC. Under the IRC, “the term life insurance contract’ means any contract whichis a
life insurance contract under the applicable [state] law,” and which meets certain financial criteria. IRC §
7702(a). The government assertsthat the Great Wed policies were not “life insurance contract[s]” under
Michigan law?® for two reasons: first, the Great West plan actually amounted to a group insurance contract
issued at atime when Michigan law did not allow corporations to be the beneficiaries of employee group
COLI plans, and second, at the time the Great Wes policieswere issued, Dow did not have an insurable
interest in the lives of al the employees as required by Michigen law. The government next argues thet

neither the Great West nor the MetL ife plans satisfied the “4-of-7" rule because the partial withdrawals

8Inits post-trial brief, the United States asserts for the first time that several of the enployees
covered under the Great West policies resided in Texas and Louisiana, and therefore the issue must be
examined under the law of those statesaswel. The plaintiff objectsto thisargument as untimdy. This
issue was raised by the defendant as an affirmative defense to support a setoff if the Court were to
order arefund. However, the amended answer phrases this affirmative defense in terms only of
Michigan law. The Joint Final Pretrial Order similarly defines the issue in terms of Michigan law only.
Itis elementary thet affirmetive defenses that are not asserted timely are waived. Scott v. Collins, 286
F.3d 923, 927-28 (6th Cir. 2002). Inaddition, the Joint Final Pretrial Order outlines the issues to be
tried; issues not described therein and not otherwise litigated are not properly before the court. Life
Care Ctrs. of Amer., Inc. v. Charles Town Assoc. Ltd. P’ship, 79 F.3d 496, 507-08 (6th Cir.
1996). It appears thet the parties did not engage in any discovery on this issue, except as it arises
under Michigan law. Certainly, no proofs were offered at trial on the application of Louisiana’ s and
Texas' group insurance and insurable interest requirements.  The Court finds, therefore, that the issue
was not raised in a timely fashion by the defendart, and therefore was waived, except as the question
arises under Michigan law.
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usedtopay the premiumsiinyears four through sevenwere shams, thereby violating the requirement implicit
in Section 264(c) that the premiums in the first seven years be of equal amourts.
1. Whether the Policies Are “Insurance” Under State Law
a. Group vs. Individual Policies

“Group insurance” is authorized by Section 4404 of the Michigan I nsurance Code, which states

Group life insurance may be issued covering not less than 10 employees with or without

medical examination, written under a policy issued to the employer or to thetrustees of a

fund established by the employer, the premiumon which isto be paid by the employer, the

employees, or by the employer and the employeesjointly, and insuring only all of hisor her

employees, or all of any class or classes of employees determined by conditions pertaining

to the employment, for amounts of insurance based upon some plan that will preclude

individual selection, for the benefit of persons other than the employer. However, if the

premiumis to be paid by the employer and employee jointly and the benefits of the policy

are offered to all eligble enployees, not less than 75% of the employees may be so

insured. This section does not require an enmployee to purchase group life insurance.
Mich. Com. Laws § 500.4404. Although not a definitiona section, the statute sets forth many of the
attributes required of group insurance. The Great West policiesinthis case were issued on individual, not
group, forms, and were approved as such by the state insurance bureau Nonetheless, the government
contends that this Court should recharacterize the policies as group insurance because they possess many
of the traits commonly seeningroup contracts, such as the absence of medical underwriting and individual
selection, coverage of all employeesina“class,” issuance of asingle policy, socializationof insurance costs,
ans experience rating

Thisargument is flawed because the policies issued by Great West did not possess all the features
required of group insuranceunder Michigan law, and those attributes commonto group policies could have

been characteristics of individual policies as well. For instance, there was individual risk selection in the
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Great West plan since about aquarter of the employees covered underwent amedical review, adjustments
inthe benefit amount were mede for age, and approximately thirty employees witha history of high- volume
medical claims were excluded fromcoverage. Todd, Tr. at 727-31; Exs. J210, 1255, J274, J251. Under
the Great West program, there was no master policy or certificates issued to employees, dthough there
was a specimen policy. The defendant points to the fact that individual policies were never delivered to
the insured employees, but the employees were not the owners of the policies; Dow was. Great West
viewed the plan as consisting of 4,051 individual policies and administered themas such, and the Michigan
Insurance Bureau has never challenged that cheracterization. Dykhouse, Tr. at 2749. Finadly, only
management personnel who had attained a certain level of responsbility withinthe company were eligble
for coverage. Thus “al of [Dow’s] enployees’ were not included inthe planas required by Mich. Com.
Laws 8 500.4404. Since the employees occupied positions invarious locations having to do with different
job respongbilities, they did not constitute a class within Dow' s workforce “determined by conditions
pertaining to the employment.”

The Court does not find a proper basis to recharacterize the policies Dow purchased from Great
West as growp insrance. The Michigan statutory prohibition against an employer being an owner and a
beneficiary of an employee group policy, which was in effect in 1988 when the Great Wedt plan was
purchased, does not affect the status of the policies as “life insurance” under state law.

b. Insurable Interest

The question of insurable interest usually arises in disputes between the insurer and policyholder

over the validity of an obligation to pay an insurance benefit. See Hicks v. Cary, 332 Mich. 606, 52

N.W.2d 351 (1952) (insurable interest rule may not be interposed by the deceased’ s widow to invaidate
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the right of a corporation to the proceeds of a life insurance policy owned by the corporation which
formerly employed the deceased). The Court has not found a casewhich supports the general proposition
advanced by the government here, which is whether a stranger to an insurance transaction can assall its
vaidity under governing state law by claiming that the policyholder had no insurable interest in the insured
life or property. However, the Michigan Supreme Court has held that a life insurance policy naming as a
beneficiary one who has no insurable interest in the life of the insured was a wagering contract, contrary
to public policy and void. See Mutual Benefit Ass’n v. Hoyt, 46 Mich. 473, 9 N.W. 497 (1881). It
appears, therefore, thet the presence of an insurable interest is a necessary componert of a life insurance
contract valid under state law and, therefore, IRC § 7702(a) aswell.

In 1990, Michigan enacted legidlation establishing an employer’ s insurable interest in the lives of
its management and nonmanagement ermployees. See Mich. Comp. Laws § 500.2210 (1990). Before
then, the public policy inthis area was developed through judicial decisions. The plaintiff offered testimony
from a former Michigan insurance commissioner as to his opinion of the public policy underlying the
insurableinterest rule. The Court doesnot find the testimony helpful, inasmuch asthequestionis principally
alegal isste. See Woods v. Lecureux, 110 F.3d 1215, 1220 (6th Cir. 1997) (holding that expert
tesimony on ultimate issue of law is not helpful to the fact finder and inadmissible under the rues of
evidence) (citing Berry v. City of Detroit, 25 F.3d 1342, 1353-54 (6th Cir.1994)). The government
argues thet in the business cortext, Michigan' s insurable interest rules limit employers to insuring the lives
of only their “key persons.” The government points to an opinion dated November 23, 1987 froma

Michigan I nsurance Bureau employee that a “key man” is one upon whose continued life “the success of
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the businessis dependent.” J138. Thisopinion isno more helpful thanthe plaintiff’ s expert testimony, and
itsimpact on the development of Michigan’ s common law inthe areais nil.

Michigan case law does not equate the insurable interest of a business in its employees with the
concept of “key man” gtatus. In fact, the term is not used in any of the mgjor Michigan cases discussing
insurable interests in one’ s enployees or fellow businesspersons, and appears only in a few cases which
discuss ancillary issues thet just happen to have arisen in the context of a so-called key-man insurance
policy. See, e.g., G.P. Enters., Inc. v. Jackson Nat. Life. Ins. Co., 202 Mich. App. 557,509 N.W.2d
780 (1993) (informing agert orally of change in health when delivering policy did not comply with terms
of application for key-man insurance); All Amer. Life & Cas. Co. v. Oceanic Trade Alliance Council
Int’l, Inc., 756 F.2d 474 (6th Cir. 1985) (affirming verdict entered against insurer who refused to tender
proceeds to key-man life insurance policy, alleging that insured was murdered by fellow stock holders and
employees); Johnson v. Primerica Life Ins. Co., 34 F. Supp. 2d 562 (W.D. Mich. 1998) (finding that
insurer improperly permitted corporate officers lacking actual authority under Michigan law to alter the
beneficiary on akey-manlife insurance policy takenout by the company); Secor v. Pioneer Foundry Co.,
20 Mich. App. 30, 173 N.W.2d 780 (1970) (recognizing that one who possesses an insurable interest in
acontract at the time of purchase can still collect onthet contract after thet insurable interest has terminated
by separation from employment — “key man” contract was at issue).

Rather, an “insurable interest” “is broadly defined as being present whenthe person has aninterest
in property, as to the existence of which the person will gain benefits, or asto the destruction of which the
personwill suffer loss.” Universal Underwriters Group v. Allstate Ins. Co., 246 Mich. App. 713, 726,

635 N.W.2d 52, 59 (2001) (citing Crossman v. Amer. Ins. Co., 198 Mich. 304, 309, 164 N.W. 428
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(1917)). Michiganhas and continuesto recognize the general principle that one obviously has an insurable
interest in one’ s own health and wel-being. 7d. at 727, 635 N.W.2d at 59-60 (holding that buyer has
insurable interest in vehicle entitling her to personal injury protection benefits even if she was not itsowner
at the time of the accident); Dykhouse, Tr. at 2705. The common law on the existence vel non of an
insurable interest in the health and well-being of others, however, has grown from the public policy
prohibitingwagering onthe lives of strangers, which dates back to English laws passed certuries ago. See
Crossman, 198 Mich. at 308, 164 N.W. at 429 (“Policies of insurance founded upon mere hope and
expectation and without some interest in the property, or the life insured, are objectionable as a gpecies of
gambling, and so have been called wagering policies. All species of gambling policies were expressly
prohibited in England by St. 19 Geo. Il, c. 37, and have been treated as illegd in this courtry upon the
principles of thet gatute, without acknowledging it as authority.”) The question since then is how far one
cancometothat linewithout passingover it. Two Supreme Court cases fromthe late nineteenth century
have substartially influenced the law of several states in this area, induding Michigen. In Warnock v.
Davis, 104 U.S. 775 (1881), the executor of the deceased’s estate sued menbers of a trust association
who had taken out a policy of life insurance onthe deceased and secured awaiver fromthe deceased for
itsproceeds. The Court recognized thet the policy could validly have beenassigned to the trust assodiation
as security for adebt, but found that it could not validly be assigned to the association for any other purpose
because the association lacked an insurable interest in the deceased'’s life. Id. a 778-79. The Court
recognized that pecuniary losswas one measure of an insurable interest, but emphasized that it was not the

only factor to be considered:
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Itis not easy to define with precision wheat will in al cases congtitute an insurable interest,
so as to take the contract out of the class of wager policies. 1t may be stated generally,
however, to be such an interest, arising from the relaions of the party obtaining the
insurance, either as creditor of or surety for the assured, or from the ties of blood or
marriageto him, as will justify a reasonable expectation of advantage or benefit from
the continuance of his life. 1tis not necessary that the expectation of advantage or
benefit should be always capable of pecuniary estimetion; for a parent has an insurable
interest in the life of hischild, and achild in the life of his parent, a husband in the life of his
wife, and a wife in the life of her husband. The natural affection in cases of this kind is
considered asmore powerful — as operating nore efficacioudy — to protect the life of the
insured than any other consideration. But in all cases there must be a reasonable
ground, founded upon the relations of the parties to each other, either pecuniary or
of blood or affinity, to expect somebenefit or advantage from the continuance of the
life of the assured. Otherwisethe cortract isamere wager, by whichthe party taking the
policy isdirectly interested inthe early death of the assured. Such policies have atendency
to create a desire for the event. They are, therefore, independently of any statute on the
subject, condenned, as being against public policy.

Id. a 779 (emphasis added).

Shortly after Warnock, the Court heard the case of Connecticut Mutual Life Insurance Co. v.
Luchs, 108 U.S. 498 (1883). Inthat case, Luchs sued the defendant insurance company for the death
benefit from a policy of life insurance he has purchased on the life of his partner, Dillenberg. The
partnership they had formed required the contribution of bothservicesand capital. Because Dillenberg had
failed to timely contribute his portion of the capital required, an insurance agent suggested a life insurance
policy to cover the outstanding balance, which was subsequently procured. The insurance comparny
clamedthet Luchslacked aninsurable interest inthe life of Dillenberg, but the Court rg ected thisargument,
as“Dillenbergwas his partner and had not paid his promised proportion of the capital of the concern” 1d.
at 505. Furthermore, the Court suggested that aside from thedebt, Luchs had a pecuniary interest inthe

mere continuance of the partnership, which he expected to resut in financial rewards. 7d. at 506.
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Accordingly, theinterest was valid, and the Court affirmed a lower- court ruling awarding the proceedsto
the plaintiff.

Both Supreme Court cases were subsequertly cited by theMichigan court in Sun Life Assurance
Co. of Canada v. Allen, 270 Mich. 272, 259 N.W. 281 (1935). Inthat case, partrers in the Hard
Baking Company took out life insurance policies on each others' lives. After realizingthat membersof the
partnership were dying off, the insurance company denied a claim upon a Mr. Cap, and sued in equity for
rescission of the insurance contract. The Court found that Cap was never a true partner in the Had
Baking Company, but essentially an employee awarded a partnership only for the purpose of collecting life
insurance. Consequertly, its members had no insurableinterest in his life. “The mere existence of a legal
partnership does not establish an insurable interest,” and it was “impossible to hold thet the partnership
coud have suffered so substantia a loss upon the death of Cap asto prefer his continued services to the
insurance money.” Id. at 278, 279. Citing both of the aforementioned Supreme Court cases, the Michigan
Court concluded thet the required pecuniary interest in Cap was lacking, and thet the policy was void.

Takenby itself, Sun Life might suggest that Michigancourtswouldlook only to the pecuniary effect
of aninsured’ sloss to determine an insurable interest. The United States Court of Appeadls for the Sixth
Circuit, however, did not read that case as limiting the definition set forth in Warnock and Luchs whenit
decided Indemnity Ins. Co. of North America v. Dow, 174 F.2d 168 (6th Cir. 1949). Inthet case, the
plaintiff Dow sought the proceeds of alifeinsurance policy he had takenout onMarsha Kruger, anairplane
pilot with whom he had begun a joint venture to offer charter flignts. Dow invested the money, and hired
Kruger was to handle the operations. The insurance company denied payment, arguing that Dow lacked
any insurable interest in his employee.  Applying Michigan law, the Sixth Circuit rejected this argument.
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The Court noted that theSun Life court had cited Warnock and Luchs withapproval, and concluded that
because the Michigan court did not explicitly reject themoregenerous definitions cited inthose cases, Dow
had a proper insurable interest:

It was not necessary to prove that the death of the insured resulted in a substantia loss to

the beneficiary in this case, that he would suffer therefrom ‘ a substartial pecuniary loss,’

or thet his insurable interest is established only when he shows pecuniary loss in fact, as

contended here by appellant. It is sufficient that the beneficiary has a reasonable

expectation of some benefit or advantage from the continuance of the life of the assured.
Id. a 170 (referencing Warnock, 104 U.S. a 779).

No Michigan case has corstricted this definition, and, infact, the Michigan Court of Appeals has
somewhet relaxed the standard when, in Secor, it held that a business could recover on a policy of life
insurance on a former enployee’ s life even after itsinsurable interest had disappeared. 20 Mich. App. at
35-37, 173 N.W.2d at 783-84. This Court concludes that the correct test for determining whether an
employer has an insurable interest inits employees’ lives is whether it “has a reasorable expectation of
some benefit or advantage fromthe cortinuance of the life of the” employee. Dow, 174 F.2da 170. The
Court believesthistest would be applied by theMichigan Supreme Court in determining the question under
statelaw. See Ziegler v. IBP Hog Market, Inc., 249 F.3d 509, 517 (6th Cir. 2001) (holding that while
the district court should consult “dl available data” in predictinga likely holding of a tate' s highest court,
decisions fromthet date’ s intermediate appellate courts must be followed unless the Court is corvinced
the state supreme court would rule differently).

Inthis case, Dow proved at trial thet it actually reduced the number of proposed insureds in the

Great Wed plan from approximately 20,000 employees becasue of concerns over the insurable interest

rde. White, Tr.(1/10 p.m) at 19, 46. The 4,051 that were insured in the 1988 program were all
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managemeant personnd earningover $50,000 annually. Under its Hay Point system, Dow had determined
that those enployees who had merited 238 points were present and future leaders, became €eligible for
certain executive level benefits (such as stock options), and held positions of responsibility in verious
locations throughout the company. Moreover, all of the employees consented to coverage, which further
vindicates the public policy designed to prevent wagering contracts on which the insurable interest rule is
grounded. Dow has egablished by a preponderance of the evidence thet it had a reasonable expectation
of some benefit or advantage fromthe continued employment, and more importartly, the continued vitality,
of those employees. The Court therefore rejects the government’ s contertion that Dow did not have an
insurable interest inthese enployees, and thet the Great Wedt contracts did not qualify as “life insurance”
under gate law for the purpose of IRC § 7702(a).
2. Payment of Premiums

The corerequrrement of the 4-of-7 Rule contained inIRC § 264(c)(1) isthat policy loans camot
be used to finance premium payments for more thet three of the first seven years of apolicy. Thereisno
express language in the statute thet requires premiums inyearsfour and later to be at least as much asthe
premiums in the earlier years. The government contends, however, thet there is a requirement “implicit”
in this section thet the amourt of the premiuns in thefirst sevenyears bethe same. Dow disagrees. This
is a pivotal issue, since the Court has found that the partial withdrawals were factual shams, and thet for
tax purposes the only legitimate payment of the premiums inyears four through seven consisted of the cash
portion, whichwas about 10% of the nominal premiumtotal. If Section 264(c)(1) includes alevel premum

requirement, neither of Dow’s COLI plans complied with it.
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Thedistrict court in 4E£P held that Section 264(c)(1) contained a level premiumrequirement, but
only after the policyholder conceded the issue. See AEP, 136 F. Supp. 2d a 783. The court in CM
Holdings likewise reached this same conclusion, athough the policyholder in that case did not contest it
either. CM Holdings,254 B.R. at 645-46. The court reasoned that although Congressfailed to anticipate
the circumgance of an insured financing large premiums in the first three years and paying much smeller
premiums in cash in the next four years, it specifically prohibited the opposite financing structure, and
therefore must have intended to require level premiums in al seven years. 7bid. The court dso cited
Treasury Regulation 1.264-4(c)(2)(ii), which states that “if the stated annual premiums due on a contract
vary in amount, borrowing in connection with any premium, the amount of which exceeds the amount of
any other premium, on such contract may be considered borrowing to pay premiums for more than one
year,” 26 C.F.R. 1.264- 4(c)(2)(ii), to support its conclusion. CM Holdings, 254 B.R. at 646.

I must respectfully disagree with these decisions, because | believe they contravene fundamental
rues of statutory construction. There is little doubt thet Congress did not articipate a policy acquisition
scheme in which premiuns are frontloaded, as the court in CM Holdings observed. But the existence of
a tax loophole left by Congress is not itself a justification for a judicia plug crafted from “implicit
requrements.” See Cen-Tex, Inc., 377 F.2d at 690-92.

Tothe contrary, | believe that the plain language of Section 264(c) counsels against reading a level
premiumrequirement into it, whenit alreadyexplicitly covers single premums and increasing premuns, but
omitsany reference to decreasing premums. When construing statutes, the court’s “task is to gve effect
to the will of Congress, and where its will has been expressed in reasonably plaintermns, that language must

ordirerily beregarded asconclusive.” Negonsott v. Samuels, 507 U.S. 99, 104 (1993). Aboveall other
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principles, “courts must presume that a legidature says in a statute what it means and means in a satute
whet it says there.” Conn. Nat. Bank v. Germain, 503 U.S. 249, 253-54 (1992). The language of
Section 264 is plain and unambiguous. Section 264 generally prohibits the deduction of any interest paid
on indebtedness incurred to carry life insurance, “[€]xcept as provided in subsection (c).” 26 U.S.C. 8§
264(a)(3) (1991). Subsection(c) contains four exceptions to the rue expressed in subsection (a)(3), only
one of which applies to this case, subsection (¢)(1). That section provides a safe harbor for such interest
paid provided thet “no part of 4 of the annual premiums due duringthe 7-year period. . . ispaid under such
plan by means of indebtedness.” 26 U.S.C. § 264(c)(1) (1991). At the end of subsection (c), this safe
harbor is qualified by the proviso thet any “substartial increase in the premiums on a contract” will trigger
the beginning of a new seven-year period. 26 U.S.C. 8§ 264(c) (1991) (emphasisadded). Inother words,
taxpayers may not backload premiums. There is no equivalent provision forbidding the frontloading of
premiums with decreasingamounts over the sevenyear period. Thus, the plainlanguage of the statute does
not prohibit such frortloading.

Thisinterpretation is also counseled by the statutory ruleof construction that “the expression of one
thing isto the excludon of the other.” Nat’l Truck Equip. Ass’n. v. Nat’l Highway Traffic Safety
Admin., 972 F.2d 669, 674 (6th Cir. 1992). “Where Congressexplicitly enumerates certain exceptions
to a genera prohibition, additional exceptions are not to be implied, in the absence of evidence of a
contrary legslative intent.” TRW Inc. v. Andrews, 534 U.S. 19, 28 (2001). For that reason, “[w]hen
Congress provides exceptions in a statute, it does not follow thet courts have authority to create others.
The proper inference . . . is that Congress considered the issue of exceptions and, in the end, limited the

datute to the ones sat forth.” United States v. Johnson, 529 U.S. 53, 58 (2000). See generally
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Textron, Inc. v. Comm r, 117 T.C. 67, 75-76 (2001) (applying this rule to find that by incorporating
constructive ownership in one subsection of a statute, but not another, Congress obvioudy intended the
concept of “ownership” to be distinct in each section).

No ruleis absolute, however, and this maxim against implied exclusions can and must yidd when
“other circumstances evidencing congressional intent [] overcome[s] thef] force” of the canons of statutory
construction. Chickasaw Nationv. United States, 534 U.S. 84, 94 (2001) (noting thet “specific canons”
of statutory interpretation “are often countered by some maxim pointingin a differert direction”). See also
United States v. Vonn, 122 S. Ct. 1043, 1049-50 (2002). Furthermore, despite language in more recent
cases to the contrary,® the Supreme Court has recognized that in very unique circumstances, particularly
compelling legislative history can overcome the plain language of a statute. See Harrison v. Northern
Trust Co., 317 U.S. 476 (1943). In Harrison, the Court granted certiorari to a lower court decision
awarding the plaintiffs substantial sums of money free of the estate tax. The court of appeals had affirmed
averdict for the plaintiffs, finding thet Congress' s use of the phrase “payable out of” was governed by a
previous Supreme Court decision thet preceded the statute in question. Finding, however, that “words are
inexact tools at best,” the Court explained that “there is wisely no rule of law forbidding resort to
explanatory legislative history no matter how clear the words may appear on superficial examination.” Id.
at 479 (citations omitted). Upon examiningthe legidative history, the Court found in the applicable House

Report clear evidence that the statute was actually intended to ov errule the case on which the lower court

® See Barnhart v. Sigmon Coal Co., 534 U.S. 438 (2002) (“When the words of a statute are
urambiguous, then, thisfirst canonis dso the last: judicia inquiry is complete.”); see also Ratzlaf v.
United States, 510 U.S. 135, 147-48 (1994) (holding that the Court would “not resort to legidative
history to cloud a Satutory text thet is clear”).
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had relied. Finding this history to be “conclusive in favor of the Government’ s contertion,” the Supreme
Court reversed the judgment of the lower court and remanded for further proceedings. 7d. at 480.

There is no evidence here, however, much less evidence as compelling as that in Harrison,
indicating that Congress intended to impose a level premium requirement on taxpayers seeking to usethe
four-of-seven safe harbor provision of Section264(c)(1). TheCM Holdings referenced areport indicating
that Congress sought “to prevent avoidance of this provision by taking out a contract with very low
premiuns for the first 4 years, withthe premums being substartially greater thereafter.” S. Rep. No. 830
(1964), reprinted in 1964 U.S.C.C.A.AN. at 1751-52. See CM Holdings, 254 B.R. at 645.
However, this passage doesnot suggest anintent to include alevel premiumrequirement, nor doesit furnish
justification to judicially amend the statute.

The Supreme Court has emphasized that judges nust “ordinarily resist reading words or elements
into astatute that do not appear onitsface.” Bates v. United States, 522 U.S. 23, 29(1997). “Deciding
what competing values will or will not be sacrificed to the achievement of a particular objective is the very
essence of legislative choice — and it frustrates rather than effectuates legidative intent snmpligtically to
assume that whatever furthers the statute’s primary objective must be the law.” Rodriguez v. United
States, 480 U.S. 522, 526 (1987) (rejecting lower court finding that passage of mandatory reincarceration
law for probation violators must have renoved federal judges authority to suspend those sentences).
“Courts are not authorized to rewrite a statue because they might deem its effects susceptible of
improvement,” Badaracco v. Commissioner, 464 U.S. 386, 398 (1984), nor canthey “draw on some
unexpressed spirit outsde the bounds of the normal meaning of words.” Addison v. Holly Hill Fruit

Prods., 322 U.S. 607, 617 (1944). See also id. (“Legdation introducing a new system is at best
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empirical, and not infrequently administration reveals gaps or inadequacies of one sort or another thet may
call for amendatory legidation. But itisno warrant for extending astatute that experience may disclose that
it should have been made more comprehensive. The natural meaning of words camot be displaced by
reference to difficulties in administration.”)

The authors of the 1964 tax bill coud easlly have contenplated thet taxpayers woud take
advantage of the safe harbor through both risng and declining premium schedules. To assure otherwise
gives too little credit to the congressional wit. See Addison, 322 U.S. a 618 (“The idea which is now
sought to beread into the grant by Congressto the Administrator to define ‘ the area of production” beyond
the plain geographic implications of that phrase is not so conmplicated nor is English speech so poor thet
words were not easily available to express the idea or a least to suggest it.”). Nor does the Treasure
Regulation cited by the CM Holdings court (Treas. Reg 1.264-4(c)(1)(ii) imply a level premium
requirement. Rather, the passage recognizes thet premiums need not be level — something thet is only
possible if subsection (c) does not prohibit declining premiums — and provides an independent check to
ensure that debt borrowing for one year will not mesk thefiguresinother years, which isapotentia infirmity
not raised by the government inthiscase. Even if the CM Holdings court is correct, and this treasury
regulation somehow was intended to expand the statutory text in subsection (c), the regulation woud be
contrary to the plain language and intert of the statute. Unambiguous statutes leave the agency with no
interpretive role to play. See Barnhart, 534 U.S. at 462 (declining to gve effect to agency interpretation
of statute whose text was unambiguous bothinits plain language and through the statutory maximof implied

excluson).
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Neither the plain text nor principles of statutory interpretation support the propostion thet 26
U.S.C. 8 264(c)(1) contains an “implicit” level premiumrequirement. The legidative history cited by the
CM Holdings court suggestsno smokinggunlikethat in Harrington, where the committee report indicated
aparticular intent to overturn the case on whichthe lower courts hasrelied. 1 do not find patently “absurd”
Congress' s decision to permit declining premiums but bar those that substartially increase. Firdlly, to the
extent that thereisany “implicit” intent in the legidative history of thisstatute to bar declining premium plans,
no court has the authority to rewrite a statute Smply because, in that court’ s opinion, it coud have been
better written. Legslators speak through their statutes, not their committee reports. City of Chicago v.
Envtl. Def. Fund, 511 U.S. 328, 337 (1994).

Thus, although the premiums Dow actually paid in years four through seven in each of the plans
were substartially less than those paid by means of policy loans in the first three years, those declining
premiums do not disqualify the plan from the safe harbor of 26 U.S.C. § 264(c).

III. Conclusion

The Court finds that Dow hes established by a preponderance of the evidence thet bothits Great
Wed and MetLife COLI plans were imbued with economic substance. They had substantial effects on
the beneficial interest of the taxpayer apart fromthe incometax deductions.  The plaintiff has established
by a preponderance of the evidence thet the policy loans were redl transactions consistert with commercial
norms, and therefore were not factual shams. Nor was any phantom interest paid on any portion of the
policy loansinthefirst year of either plan. However, since the unencumbered cash value inthe policies at

the beginning of the fourth through seventh years was zero, ard there was nothing available to withdraw
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or to offset against the premium obligation, the partial withdrawals were not real and constituted shamsiin
fact.

Thereisno basis for requiring the recharacterization of the Great Wes policies as group insurance.
Furthermore, Dow had aninsurable interest under Michigan law inthe lives of all of the employees covered
under that plan. The Great Wes plan satisfied the definition of “insurance” under state law for the purpose
of IRC § 7702(a).

Findly, becausel RC § 264(c) does not cortain a level premumrequirement, both of Dow’sCOLI
plans complied with the statutory requirements despite the fact that the premum payments in years four
through seven by means of partial withdrawals were deemed factual shams.

The Internal Revenue Service improperly disallowed Dow’ s deductionsfor interest and expenses
claimed onDow’ 1989, 1990 and 1991 tax returnsin connection with its corporate owned life insurance
plans purchased from Great West and MetL ife.

Accordingly, itisORDERED thet the plaintiffsS Motion to Strike Appeals Protests FromRecord
at Trial [dkt #61] is GRANTED.

It is futher ORDERED that judgment will enter in favor of the plaintffs in the amount of
$22,209,570, plus interest.

5]

DAVID M. LAWSON
United States District Judge

Daed: March 31, 2003

Copies sent to: John B. M agee, Esquire
Richard C. Sark, Esqguire
Eugene Driker, Esquire
Dennis M . Donchue, Esquire
Alex E. Sdler, Esquire
Michad A. Hluchaniuk, Esquire
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UNITED STATESDISTRICT COURT
EASTERN DISTRICT OF MICHIGAN
NORTHERN DIVISION

DOW CHEMICAL COMPANY
AND SUBSIDIARIES,

Plaintiffs,
Case Nurber 00-CV-10331-BC
V. Honorable David M. Lawson

UNITED STATES OF AMERICA,

Defendant.

JUDGMENT
This metter came on for trid before the Court sitting without ajury. The Court has this day filed
an opinion containing its findings of fact and conclusions of law in accordance with Federal Rule of Civil
Procedure 52, concluding that the plaintiff has sustained its burden of proof and is ertitled to a judgment
againg the defendant.
Accordingly, it is ORDERED AND ADJUDGED that the plaintiff shall recover from the

defendant the sum of $22,209,570, plus interest allowed by law, and costs of the action, to be taxed.

IS}
DAVID M. LAWSON
United States District Judge

Daed: March 31, 2003

Copies sent to: John B. M agee, Esquire
Richard C. Sark, Esquire
EugeneDriker, Esquire
Dennis M . Donohue, Esquire
Alex E. Sadler, Esquire
Michad A. Hluchaniuk, Esquire





